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PRIVATIZATION OF THE FEDERAL
GOVERNMENT

TUESDAY, MAY 1, 1984

CONGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON MONETARY AND FISCAL POLICY

OF THE JOINT ECONOMIC COMMITTEE,
Washington, DC

The subcommittee met, pursuant to notice, at 2:15 p.m., in room
SD-562, Dirksen Senate Office Building, Hon. Steven D. Symms
(chairman of the subcommittee) presiding.

Present: Senators Symms and Specter.
Also present: Steve H. Hanke and Edward Abrahams, professional

staff members.

OPENING STATEMENT OF SENATOR SYMMS, CHAIRMAN

Senator SYMMS. The Joint Economic Committee's Subcommittee
on Monetary and Fiscal Policy will now convene.

This is the first of a series of hearings on privatization before the
Joint Economic Committee's Subcommittee on Monetary and Fiscal
Policy.

Privatization is the transfer of ownership of assets and, conse-
quently, the responsibility for supplying goods and services from
the public sector to the private sector of-the economy.

Over the years we have gradually but steadily transferred the re-
sponsibility for financing, supplying, and managing a staggering
number of services from the private sector to the state. That tranis-
fer has a name. It is called collectivization. Our creeping collectivi-
zation has, as is always the case, hampered our economy and pre-
vented most of our citizens from attaining higher standards of
living.

Members of special interest groups, many whom have high in-
comes and wealth, have become the spokesmen for even more state
ownership, management, and control. They are often also the bene-
ficiaries of collectivization.

Angry about this state of affairs, the majority of our citizens has
cast a blanket of blame on politicians for being supportive or neu-
tral toward the tide of creeping collectivization and its consequent
waste.

The Grace Commission, a privately financed group appointed by
the President, has performed a great service for this Nation by doc-
umenting the waste and inefficiency in the public sector; the Com-
mission has identified the symptoms of our disease.
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The Commission has offered two types of treatment of the waste-
fulness that accompanies collectivization. One is for the state to
copy the management techniques that are employed in the private
sector. But political and bureaucratic incentives are not the same
as those in the private sector. This is why public sector reforms
that have attempted to imitate private enterprise have not and
cannot eliminate the problem. To eradicate the symptoms we must
eradicate their cause: Public ownership of the means of production
is inefficient; and state ownership is inefficient, impoverishing, and
consequently unfair.

We should release the state and its bureaucrats from duties they
were never meant to perform and we should transfer these duties
and responsibilities to the people so that they can be performed on
a free and competitive basis.

This process is called privatization, and it represents the second
type of remedy recommended by the Grace Commission. This
remedy is the correct one and has great promise. This is why we
are fortunate to have two central figures from the Grace Commis-
sion with us today.

It is my pleasure to introduce Mr. J. Peter Grace, Chairman of
the President's Private Sector Survey on Cost Control, and Mr. J.
P. Bolduc, Chief Operating Officer of the President's Private Sector
Survey on Cost Control.

Mr. Grace, before we start with your testimony, I see that we
have with us Senator Arlen Specter from the great State of Penn-
sylvania.

Senator Specter, we are delighted to have you here. Do you have
any comments you would like to make?

Senator SPECTER. I came to hear Mr. Grace.
Senator SYMMS. Then we will go right ahead and hear our wit-

ness.
Mr. Grace, we welcome you here to the subcommittee.
We are going to hold a hearing here today and also a hearing

tomorrow morning on this subject; and then we are going to hold
field hearings. We will pursue this diligently. As far as I am con-
cerned we are not going to allow the good work of the Grace Com-
mission to fall in the dustbin of history, which happens so often
when surveys show how to make this country of ours operate more
efficiently and to allow for greater production and a better stand-
ard of living. So we are not going to allow your good work to die.
We are glad to have you here and wish you would go right ahead
with your testimony.

STATEMENT OF J. PETER GRACE, CHAIRMAN, THE PRESIDENT'S
PRIVATE SECTOR SURVEY ON COST CONTROL, AND CHAIRMAN
AND CHIEF EXECUTIVE OFFICER, W.R. GRACE & CO., ACCOM-
PANIED BY J.P. BOLDUC, CHIEF OPERATING OFFICER, THE
PRESIDENT'S PRIVATE SECTOR SURVEY ON COST CONTROL,
AND SENIOR VICE PRESIDENT, W.R. GRACE & CO., AND JOHN
GISH AND DUNCAN BAILEY
Mr. GRACE. Mr. Chairman, we are very pleased to be here and to

accept your invitation and to identify some of the major recommen-
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dations of our task forces related to the transfer of the Govern-
ment's commercial activities to the private sector, or privatization.

My name is J. Peter Grace and I was the Chairman of the PPSS
and I am still the chairman of W.R. Grace & Co. and the CEO.

With me is J.P. Bolduc, who was the Chief Operating Officer of
the survey, and who is a senior vice president of W.R. Grace & Co.
That is only because his former employer refused to keep paying,
so we had to put him on the payroll, and I think you were there
the last time we appeared before you and Senator Biden stood up
and said be sure to keep that bum on your payroll; every company
needs at least one wise guy. [Laughter.]

But anyway, that's how I will introduce J.P.
Senator SPECTER. Did Senator Biden say that the Senate had one

wise guy?
Mr. GRACE. He said keep that guy on your payroll. He said every

company needs at least one wise guy.
Senator SPECTER. Senator Biden was saying that to prove it.

[Laughter.]
Mr. GRACE. Senator Biden also said that he had turned down the

job of lifeguard on one of our passenger ships, so I referred to him
from then on as a former lifeguard. But he didn't mind.

We will concentrate on a broader overview of PPSS and our find-
ings and recommendations on contracting out, privatization, and in
general the desirability of transferring Government activities to
the private sector.

Let me provide a brief overview, if I might, of PPSS's formation,
organization, and conclusions.

I don't know if you want me to go into that, Mr. Chairman, be-
cause that is what was written.

Senator SYMMs. Go right ahead.
Mr. GRACE. I will try and do it quickly.
President Reagan decided in February 1982 that it would be

useful to have a study of the executive branch of the Government
by members of the private sector, and he invited me to become
chairman of this effort. He felt a survey patterned after the private
sector study that he had instituted when he was Governor of Cali-
fornia would be useful in identifying inefficiencies, overlap, and
waste in the operations of the executive departments and agencies.
The President is very concerned about the tremendous increase in
the cost of operating the Federal Government, which has gone up
almost sevenfold since 1964, from $119 to $854 billion for 1984, and
of course the obligations are $1.2 trillion, which is even worse.

On June 30, 1982, the President's executive order was issued es-
tablishing the PPSS, and we started to organize the 161 executives
who had been recruited from the private sector into cochairmen of
36 different task forces. Each task force was assigned to examine
one or more of the departments or agencies in the Government or
some functional area cutting across Government, such as procure-
ment, such as procurement, asset management, personnel manage-
ment, et cetera. In addition, we had 11 special reports prepared by
the PPSS management office to examine areas of special interest.

In organizing this effort the private sector was requested by the
President to finance the entire survey. Accordingly, we recruited
more than 2,000 volunteers from the companies of the executive
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committee members and others, and we raised $3.4 million in cash
from the private sector to pay for the central administrative ex-
penses of the project. We created a special foundation to handle the
financing of these administrative costs. In total, the private sector
contributed $76 million to the survey in people, services, travel,
equipment, materials, and supplies.

The 47 task force and management office reports consisted of
21,000 pages and 1.5 million pages of supporting documentation.

Senator SPECTER. Mr. Grace, may I interrupt you. We are going
to have five bells ring in just about 4 minutes and I am going to
have go then, and the chairman said I might interrupt you.

What is your very best idea? If you had to summarize the very
best idea you have or a few ideas, how would you summarize them?

Mr. GRACE. The ideas are this, Senator. The culture here, the
ethic is completely obsolete. The computers, the information sys-
tems. There are 17,500 computers. They are obsolete. The informa-
tion is not available to show how many people are recipients of all
the social programs. They didn't even know how many social pro-
grams existed. There are 963 all together. Our deficit is going to be
$2 trillion a year in the year 2000, the debt will be $13 trillion, the
interest is going to be $1.5 trillion a year. We are heading for a
disaster.

Senator SPECTER. Your recommendation is to computerize in a
way that we know precisely how much is paid to whom and for
what?

Mr. GRACE. Computerize, Senator, in a way that we know how
many Government employees are not paying on their $2.5 billion of
student loans that have been defaulted. There are hundreds and
hundreds of information gaps that persist in the Government.
That's why the Defense Department is paying $91 for a 3-cent
screw. They can't control the $41 billion in inventory they have.
The whole Government has to be recognized.

Senator SPECTER. What would it cost us to close that information
gap?

Mr. GRACE. You probably would lease the computers. I would say
that it would add about $1 billion a year to get the thing organized
and to organize the Government with a chief financial officer, a
computer czar, the way big companies are organized to get their
stuff under control. Maybe $1 billion.

What would you say?
Mr. BOLDUC. Senator, it is beyond just automation. The funda-

mental problem is the identification of management information
upon which to make decisions. The Government doesn't identify
the information it needs to make a capital investment decision,
what it needs in order to make a decision concerning closing of an
office or opening of an office. It doesn't even have basic informa-
tion to measure personnel performance. They don't capture the
right information, to make the right decision, at the right time.
You've got to capture the right information before you can begin to
automate anything.

Senator SPECTER. So you are talking about identification as to
what is the right information.

Mr. BOLDUC. I'm talking about identification of what it takes to
manage efficiently, and a good part of that is information flow.
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Senator SPECTER. Where should that start?
Mr. BOLDUC. That should start at the Office of Management and

Budget in identifying a primary, a secondary, and a tertiary level
of information needs:

First, the first level of information requirements should be what
the President and what the Office of Management and Budget
needs to oversee and monitor Government operations clear across
the board.

Second, the second level should exist at the Cabinet level in
terms of a Cabinet officer, what he or she needs to manage his or
her department.

Senator SPECTER. Has OMB been cooperative with you in imple-
menting your recommendations?

Mr. BOLDUC. You are asking two questions. The first question:
Have they been cooperative? Yes. Have they implemented our rec-
ommendations? Not in all cases.

Senator SPECTER. Have they implemented any?
Mr. BOLDUC. Yes.
Senator SPECTER. Have they implemented this basic one about-

trying to close the information gap?
Mr. GRACE. No.
Mr. BOLDUC. No.
Senator SPECTER. Why not? If you know.
Mr. BOLDUC. You'll have to ask them.
Mr. GRACE. You can guess why. The answer is that it down-

grades the OMB and Mr. Stockman.
Senator SPECTER. What is wrong with that?
Mr. GRACE. There is nothing wrong. But he doesn't want it down-

graded.
Senator SPECTER. But that is your No. 1 recommendation?
Mr. GRACE. The No. 1 recommendation beyond all is to get the

information that you need, Senator, that people down here need to
decide what is right and what is wrong. Today you don't have the
information.
I Senator SPECTER. What about the incentive side of this? Is there
any incentive?

Mr. GRACE. If you've got the right information, and we know
what the goals should be, then we can set up a very rational incen-
tive system to correct this situation, and we can have it all correct-
ed in 3 years.

Senator SPECTER. How would you do that? How would you get
the right information?

Mr. GRACE. Set up the Federal Management System Office, Sena-
tor, with the free reign to get the information and set up the com-
puters, we would just get in the computer system, lease them, get
the information, get it on stream, and then gradually sort out the
facts that we need, such as the W-2 forms, so everybody who gets
anything, low interest loans or anything else, is identified, and
then we go on from there and get the facts, and then you say all
these things have to be corrected, let's incentivize the work force to
do it. You could do it.

Senator SPECTER. Mr. Grace, what is the most important recom-
mendation of your commission that has been carried out?
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Mr. BOLDUC. The $4.7 billion in interest savings brought about
through the implementation of cash management improvement
procedures, bringing into play electronic funds transfer, letters of
credit, and lock box operations.

Senator SPECTER. $4.7 billion a year?
Mr. BOLDUC. Out of the fiscal year 1985 budget.
Senator SPECTER. What is the second most important recommen-

dation that has been implemented?
Mr. BOLDUC. The agreement to eliminate 40,000 mid- to senior-

level management positions at the GS-11 through GS-15 level,
called organizational fat.

Senator SPECTER. How much saving was that?
Mr. BOLDUC. $1.4 billion.
Senator SPECTER. What is the third biggest saving?
Mr. GRACE. Now you are getting down to penny pinching.

[Laughter.]
Senator SPECTER. I'm just going to go as far as you run out of

things you remember.
Mr. BOLDUC. You have $51 million brought about through the

closure or reduction in size of 229 printing plants; you have $31
million brought about through the issuance of credit cards rather
than cash for travel advances; you have $65 million in student
loans that are delinquent to 41,000 active and retired Federal em-
ployees.

Senator SPECTER. Do you have a list there?
Mr. BOLDUC. Not here, but yes, we have a small list that we have

put together. But you can't look only at what has been implement-
ed administratively; you also have to take a look at what has been
introduced, for example, in the Congress in terms of -legislation
with respect to $32 billion in delinquent loans, which we recom-
mended an offset against IRS refunds, and that currently has been
introduced in the Senate.

Senator SYMMs. J.P., I'm afraid we're going to have to recess for
a vote. Before Senator Specter leaves, I want to focus on incentives
for privatization. I was told-and I know it is one of the items you
are going to bring out-that you discovered that the Federal, Gov-
ernment owns 436,000 automobiles.

Mr. BOLDUC. 437,000.
Mr. GRACE. They trade them in at 9,000 miles.
Senator SYMMS. If they simply had that all in this computer

system you are talking about and knew this, then maybe they
could pay the going rate at Hertz and Avis or Budget and they
would save a billion dollars a year. Is that correct?

Mr. BOLDUC. That's correct. The fundamental issue is that you
have an Office of Management and Budget which is an Office of
Budget, not an Office of Management and Budget. That's No. 1.

No. 2, you have one very critical component of management
which is called personnel management, and that is not part of the
Office of Management and Budget.

You have another critical part of management, which is the Gen-
eral Services Administration: Plants, facilities, real estate, and a
whole series of other things; and telecommunications, office auto-
mation, and computers. Which is not part of the Office of Manage-
ment and Budget. So you have an Office of Management and
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Budget and you have given them one of the three legs to manage.
You can't have those separated and have any effective control. We
recommended a new office that would bring these under one group.

Senator SPECTER. Mr. Grace, one of the items of good information
around the Senate, perhaps the only one, is telling us when we
have to vote. So when those buzzers go off we usually respond.

I am pleased to have had a chance to hear a bit of it, Mr. Grace,
and I will take your testimony with me.

Senator Symms at our Republican caucus today invited some of
us to come over, and I want you to know that the absence of so
many of our colleagues is due to the fact that they are very busy.
But we have great admiration for the work that you have done and
we thank you.

Senator SYMMS. I am going to take this with me and read it on
the way over.

[A short recess was taken.]
Senator SYMMS. Mr. Grace, I started out with a great deal of en-

thusiasm trying to read your statement on the train over, but I was
sidetracked in discussing the floor vote. So please go ahead. If you
can give us the highlights, I think there are some points here that
are very instructive for all Senators.

Mr. GRACE. Would you like me to go quickly through it?
Senator SYMMS. Why don't you go right on through it, and then

we will get into some questions. I understand you need to leave
here by 4 o'clock, and we will be able to accommodate you.

Mr. GRACE. I have to go up to Providence to speak at the request
of Senator Chafee. That's why he gave us his sitting room there
while we were waiting. They let us sit on his sofa.

Anyway, we had 47 task force and management reports, 20,000
pages, 1.5 million pages of supporting documentation, and we had
2,478 recommendations, all of them submitted to the President.

The areas of program waste and inefficiency and systems failures
account for $312.2 billion, or almost three-quarters of the $424.4 bil-
lion total savings identified in those reports, as summarized in my
prepared statement.

Program waste, 443 recommendations, $160.9 billion.
System failures, 1,152 recommendations, $151.3 billion, including

the information gap and Government finances.
Personnel mismanagement, 422 recommendations, $90.9 billion;

compensation and retirement plans.
Structural deficiencies, 211 recommendations, $12.7 billion; cen-

tral financial and administrative management and management
tenure in key positions.

Finally, 250 recommendations under other opportunities.
It totals $424.4 billion.
In reality, almost all of the waste and inefficiency that we found

in the Federal Government can be traced to systems failures and
restraints put on the management of the executive branch by the
Congress. There is hardly anything basic in the management of
Government operations that doesn't require congressional approv-
al, be it closing obsolete facilities, buying new computers, the wage
scale on Federal construction projects, or just about anything that
might result in greater efficiency, including policy decisions in the
Veterans' Administration affecting as few as only three employees.
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The current and projected deficits are unacceptable to Congress,
the administration, and to the American people. However, how
those deficits are to be attacked has been the subject of much
debate.

The available options are simple: Reduce costs; increase taxes; or
combine the two one way or another, some combination.

The tax burden on the average American family is already at
counterproductive levels, with the underground economy now at an
estimated $500 billion, costing a little under $100 billion in lost
Federal tax revenues per year.

The underground economy and the size of it is understandable
when one considers that the median family income taxes have gone
from $9 per year in 1948 to $2,218 per year in the latest year, or
246 times, while the gross income only went up 7.6 times in the
same period; that is, taxes went up 32.4 times more than income.

The next chart shows the details of that number. And if you
throw in Social Security, the number is $39 in 1948. That means $9
in taxes, $30 of Social Security, for a total of $39, which went to
$3,833 in the latest year, a multiple of 98.3 times.

To balance the budget in 1983 would have required a 72.8-percent
increase in the average tax rate of the median family income, from
9.2 to 15.9.

Why balance the budget on the back of the median income
family? Why not tax the wealthy?

Now any meaningful increase in taxes from personal income
would have to come from lower and middle income families, as 90
percent of all personal taxable income flow that is generated is
generated below $35,000 of taxable income.

We have a chart in the prepared statement that shows how
much of the total personal taxable income flow is captured at each
bracket. At $15,000 it is 63.1; at $20,000 it is 74.9; at $25,000 it is
81.9; at $30,000 it is 87.2; and at $35,000 it is 90.4.

That leaves, Mr. Chairman, 9.6 percent of the total taxable
income flow uncaptured at $35,000. At $75,000 only 2.9 percent re-
mains, and it's $17 billion is all that is untaxed. The $17 billion is
the remaining untaxed portion of all income of over $75,000. That
would run the Government for 10 days if one took all of the income
that everybody has over $75,000. That, of course, would run the
Government for the 10 days that this went on. By a year later most
of these people would be in the Caribbean, on a beach, or in the
underground economy.

Taxing the rich makes more sense as a campaign slogan. And I
understand from the newspaper that some of our candidates are
getting loud clapping when they talk about taxing the rich. If they
know these numbers, they are dishonest when they talk that way,
and if they don't know these numbers, they are super stupid, be-
cause they are well known to most people.

That leaves reducing the cost of Government as our best bet to
contain spiraling deficits, and that was the purpose of PPSS: Cost
control.

The question then becomes where to cut the costs. On the prob-
lem in perspective, fiscal year 1962 was considered a good year. It
was the first full year of the Kennedy administration. It was Cam-
elot-peacetime, before guns and butter. Real GNP was up 5.8 per-



9

cent in 1962; inflation was 1.8 percent; the prime rate was 4.5 per-
cent; and the total Federal deficit was $7.1 billion, or 1.3 percent of
the GNP.

In 1983 we had $195.4, up $7 billion in deficit, and if you add the
off-budget stuff, it would be $207.8 billion, or 6.4 percent of GNP.
And that does not include the unfunded liability of the different
pension programs, which would produce a deficit of about $390 bil-
lion. And that, of course, would be 12 percent of GNP. If you add in
the past service liability, the deficit was actually $394 billion, or
over 12 percent of GNP.

In 1962 Federal revenues were 18.2 percent of GNP versus 18.6
percent for 1983. That's revenues. To get back to 1962 we'd have to
cut taxes another $12.9 billion.

On the spending side, without counting past service liabilities
that have not been booked, defense accounted for 9.4 percent of
GNP in 1962-that's down from 10 percent in the Eisenhower
years-versus 6 percent for 1983. So it is almost 60 percent higher
than 6 percent. So that means Kennedy was spending about 60 per-
cent greater share of the GNP on defense than President Reagan.
We would have to add $109.8 billion to the 1983 defense budget to
get up to the same percentage of GNP in 1983 as was accounted for
in 1962.

In relative share of GNP, transfer payments have increased 2.3
times, from 5.6 percent in Camelot days in 1962 to 13 percent in
1983. We'd have to cut transfer payments by $238.9 billion to come
out at the same percentage of GNP as we had in 1962.

The net effect of holding Government revenues and outlays to
the same percentage of GNP in 1983 as in 1962 would be $164.7 bil-
lion reduction in the deficit. And that would keep the deficit down
to about $20 billion.

I am not, of course, recommending that we turn the clock back to
1962, but this comparison does provide a useful perspective as to
how we got into the mess we are in, and provides ideas as to how to
solve the problem.

One might ask, as we have been asked, what experience business-
men have that qualifies any of them to examine the Federal Gov-
ernment.

The following is an array of similarities between the operations
of the Government and business, with specific opportunities identi-
fied to improve operations.

I don't know whether it would be necesary to read this, Mr.
Chairman. There are four pages of them. Would you like me to
read just the headings?

Senator SYMMS. Just read a heading or two and then we will put
them all in the record.

Mr. GRACE. Lending money: The Government has $764.6 billion
of loans outstanding. It has four times the default rate as they do
in the private sector.

When we got down here the debt hadn't even been aged. They
didn't know when it was owed, whether it was overdue, not over-
due. And that's 80 percent of a trillion dollars. When I tell people
that in the field, Mr. Chairman, I try to let them know what a tril-
lion is. Most people don't know what a trillion is. It's a thousand
billions or a million millions. But in seconds it is 317 centuries. If
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you did that in seconds you would have to go 317 centuries or
31,700 years to get to a trillion.

So, 1 trillion seconds would take you 317 generations, 31,700
years. That's what a trillion is.

Senator SYMMS. Mr. Grace, my State is a rural State, an agricul-
tural State. The Federal Home Administration there is a big oper-
ation. I have suggested to the gentleman who now runs it that per-
haps we should pass a bill forbidding the lending of new money.
They could gradually become a collection agency, and just collect
all their outstanding loans.

If you go -out there you'll see the young farmers-it is just
tragic-who borrowed heavily during the last 2 years of the Carter
administration. The Government wanted to attract a lot of young
people to the farms. It was a noble idea; however, it was totally un-
related to the market. So they would lend money to young farmers
to build a dairy who thought they could milk cows for a govern-
ment subsidy. This created part of our surplus milk production
from FHA loans. But a lot of them borrowed money they just could
not pay back. Their debt services often exceeds their milk check.

Mr. GRACE. It's terrible.
Senator SYMMS. It's tragic. How would you address this problem?
Mr. GRACE. I think the only answer, Mr. Chairman, is that the

farmland all over the country-I'm a farmer in three different
States, and I'm afraid to say that the famland is greatly overvalued
in every State-South Carolina, North Carolina, and Texas-where
I farm. I don't know how the values can ever be sustained. You
cannot buy good land in the Midwest for under $2,000 an acre; you
cannot buy it in the Carolinas for under $800 an acre. I don't know
what it goes for in Idaho, but I do know that the land in the
United States is selling at about twice what it can be justified for
in terms for the values that you can get off the farm.

Senator SYMMS. A lot of good farmers certainly agree with that;
and they believe it is a detriment for their ability to farm.

In item 2 you mention timberland management and the compari-
son between private timber management vis-a-vis Government
timber management. But on item 3, on grazing land management,
you mention here that "Federal grazing programs collected $15
million in grazing fees while providing $41 million in services, re-
covering only 36.6 percent of costs."

I think a lot of the Federal grazers that I talked to out there
would probably agree with you, although they might point out that
what they pay in grazing fees is really about all it's worth. They
will have to have 15 or 20 acres to support one cow, for example, or
even 100 acres in some areas. Ultimately, isn't the only answer to
some of these problems an arrangement allowing the private sector
to allow these lands to be used publically?

Mr. GRACE. I think so, and then have a right to repossess when
you need it, and limit what they can do with it.

Senator SYMMS. By making leases with performance clauses with
respect to recreational values or ground rights?

Mr. GRACE. Something like that. But no matter how many acres
you have to have to a cow, you certainly should recover more than
36.6 percent of your cost, Mr. Chairman.
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Senator SYMMS. I agree with that. However, if you drive to those
little towns in Idaho, the only place you will find new equipment
and trucks in the whole town will be at the BLM office. You'll find
a whole line of brand new trucks out there for the rangers to drive
around. There are now 10 rangers, where there was just 1, 20 years
ago. The bureaucracy continues to grow relentlessly.

Mr. GRACE. That's right. That's the-trouble. And of course the
President brought that up with me the first day I met him. He said
I don't know what all these people and all these officers are doing
in all these outlying areas, and they are just growing and growing
and growing, and many times they are duplicated, particularly in
the agricultural area. You have as many as 10 different offices of
the Department of Agriculture in one area.

Isn't that right, J.P.?
Mr. BOLDUC. There are 15,000 field offices in the Department of

Agriculture. There are 28 agencies in Agriculture, and nearly each
one of the agencies has their own field offices. You have Federal
Crop Insurance Corporation, Farmers Home Administration, Agri-
cultural Stabilization and Conservation Service, the Food and Nu-
trition Service, Rural Electric Administration, Forest Service, Soil
Conservation. And it goes on and on and on. You can get into
many rural communities in which you will find 6, 7, 8, 9, 10, USDA
offices in a local community rather than 1 office. That's not limit-
ed, incidentally, to Agriculture. You can go in Denver, CO and find
over 20 personnel offices, Federal personnel offices.

Mr. GRACE. Instead of one place.
Senator SYMMs. And that's employment offices?
Mr. BOLDUC. Correct. Every Federal agency, Senator, has its own

personnel operation. So if you are Agriculture in Denver, CO, you
will have a personnel office for Agriculture.

Senator SYMMs. How much would it save us just to turn all of
the employment business over to the private sector?

Mr. BOLDUC. We have never really calculated or estimated that.
Senator SYMMs. There are people that go into the business of

trying to find jobs for people.
Mr. BOLDUC. That's a possibility, but I think before you turn it

over you ought to first answer the question as to how much of it is
necessary. I don't think you want to turn anything over to the pri-
vate sector that is not necessary.

Senator SYMMS. That's what I mean. If you reduce and consoli-
date some of those Federal offices then the private sector might be
able to provide the necessary information. The local Forest Service
supervisor, for example, could call up the local private agency and
simply ask for a few people to plant trees.

Mr. BOLDUC. There ought to be one place for prospective employ-
ees to go to do business. There ought not to be 25 to 30 different
offices that an individual has to go to. Some of those operations
could be placed in the private sector.

Mr. GRACE. These headhunters are falling all over each other
and duplicating their own activities and constantly raiding good
companies like our own, Mr. Chairman. So we would love to give
them something else to do.

We also have hospital management where they operate 177,000
beds, and the VA spends $191,300 per bed versus $97,400 for Duke
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University. By and large it's around double. But in nursing homes
its quadruple-$16,000 in the private sector, $61,250 under VA.

AUTOMATED DATA PROCESSING

We've been over this many times. Over 17,000 computers, not in-
terlinked, not talking to each other, not having the proper informa-
tion interrelationship and, again, working on 332 incompatible ac-
counting systems.

Inventory management, which is mismanagement, being mis-
managed because of the computers, among other things, is $41 bil-
lion, and we could save by our suggestions, if they were adopted,
$4.5 billion over 3 years.

ELECTRIC POWER

I know that's a very controversial point, but the taxpayers are
paying to subsidize a much lower rate in the Northwest than exists
throughout the rest of the United States.

BORROWING MONEY

There is $1.8 trillion that will be borrowed by the Federal Gov-
ernment by the end of fiscal 1985, and the Federal Government is
going to be constantly taking a greater and greater share of the
credit market, and something obviously has to be curbed or mort-
gage rates are going to be 16 percent again. They have already
gone, Mr. Chairman, from 13'/2 to over 14, and they are moving up
toward 15, and I think they will be at 15 within the next year or
two.

R&D FUNDING

You've got over $40 billion. That was an obsolete figure, the
$38.5 billion. It's now over $40 billion, $42 billion in the latest year.
There are all kinds of demands made on the researchers. For in-
stance, the Oak Ridge researchers consult 114 DOE offices for fund-
ing approval.

TRANSPORTATION OF PEOPLE

We have suggested that they have individual travel cards issued
by the Government, that they use private sector travel agents and
their expertise, and we would say that quite a bit of savings could
be made if they would do that promptly. Already they have adopt-
ed the travel card idea that we gave them.

PAYROLL

Civilian payroll, $61.8 billion, and that compares to $1.09 trillion
in the private sector. It costs the Army $4.20 to process a payroll
check versus $1 in the private sector. A lot of that stuff ought to be
eliminated by electronic data transfer anyway.

Senator SYMMs. Chairman Grace, I appreciate your points and I
am going to pursue every one of these. What I would like to do, if I
may, is summarize what we are talking about here. For example, it
costs less to run a private payroll than it does a Government pay-
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roll, but we are not suggesting here tdday that we are not willing
to pay for some of these costs. We must have an army, for example.

What I would like to do, if we could, is skim through, starting on
page 25. I want to leave you enough time on page 25 so that we
don't run out of time. I will have some questions.

There are areas where the Commission made recommendations
on what the Government could do to be more efficient in its oper-
ations. And then there are several direct suggestions, some of
which are very controversial in certain parts of the country. Please
offer everything for the record.

Mr. GRACE. Mr. Chairman, we're at your service.
Senator SYMMs. We are on page 12 and page 13. We'll put all

those in the record. Page 14, I would like to have that in the
record. And 15.

I find these recommendations fascinating. Your questions about
Federal vehicles are incredible, and I hope that the members of the
press here will give them attention.

Consider pension funds, for example. It is fascinating to see how
the private sector has a return of 14 percent and the Government
sector's return is 7 percent. So it's no wonder pension funds cost
the taxpayers a lot of money, because this fund is not managed
well in the first place.

Mr. GRACE. That's right. It's everything you look at, Mr. Chair-
man, whether it be the 2.6 billion square feet of office space, which
is the largest 10 cities in the United States, times 4; it's 14 times
the expense per square foot as is the private sector. That's on page
14. That's just ridiculous.

Senator SYMMS. One little thing that I thought was fascinating is
the Senate Hart Building, where my office is, right next door. The
Government spent $140 million-some to build that building and
there are not even facilities for the people that work in the build-
ing to shower if they want to jog down the Mall. I can't imagine
the private sector spending $140 million on a building and not
having either a cafeteria or facilities of any kind for the employees
that work there. Only the Government could do that.

Mr. GRACE. Yes.
Mr. BOLDUC. Did they give you bathrooms?
Senator SYMMs. Yes; they did that. That was an afterthought.

[Laughter.]
Mr. GRACE. Shall we jump to 25, Senator?
Senator SYMMS. Unless there are any points as you skim from

page 15 and so forth, something that you think should be pointed
out, I do have questions. I want to ask you about the privatization
question.

Mr. GRACE. Well, we could start on the bottom of page 24, Mr.
Chairman.

Turning to the area of this committee's immediate concern, our
tasks forces developed recommendations which could save $37.1 bil-
lion over 3 years by optimizing by use of the private sector. And
it's summarized on page 25:

Power marketing, $19.837 billion.
Commercial activities that can be contracted out.
Commissary operations privatized.

38-507 0 - 85 - 2
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I spent the weekend in California where almost all new restau-
rants and retailing activities start. They are more imaginative,
they are more daring or whatever. You are finding more and more
of these warehouse-type activities where you roll a big cart or back
your truck in and take it right off the platform-40 percent less
than the rest of the retail business. So you've got lower prices in
some of these warehouses already than you have got in the com-
missary. The private sector can do it.

You got contracting-out of selected Coast Guard services. As you
know, they tow, in non-life-threatening situations, rich people's
yachts all summer long off Long Island and Massachusetts; they
sell maps at expensive gift shops that the Government provides; all
kinds of charts at much too low a cost.

National space transportation system is a great opportunity for
privatization.

THE FEDERAL VEHICLE FLEET MANAGEMENT

There are 435,000 cars, averging 9,000 miles per year. They don't
even, by the way, bring them up to blue book value with a little
maintenance, et cetera, a little painting where you can get better
turn-in values, as all of our fleet operators do. They don't care.
They turn them in for stupid values.

VA HOSPITAL AND NURSING HOME

Massive opportunities to be done efficiently, better, and at less
cost.

Other privatization/contracting out issues are $1.5 billion.
Senator SYMMS. Mr. Grace, in each one of these cases that you

cite here you're making the point that these same services can be
delivered by the private sector at a lower cost.

Mr. GRACE. And the same quality if not better.
Senator SYMMS. With no breach of contract to any contract that

the Government has signed, as with a veteran?
Mr. GRACE. Absolutely, Mr. Chairman. And tomorrow I under-

stand our people are going to be testifying in detail on all of these
different things.

Approximately 80 percent, or about $30 billion, of the above sav-
ings will require congressional action. The administration's author-
ity; namely, commissary operations, will also be influenced by con-
gressional action. We have heard enough noises already from the
Hill on the commissary to make one feel that no administration
would dare to make a move without congressional approval.

The details will be discussed tomorrow, et cetera.
Inefficient management tends to be rewarded with higher appro-

priations and more staff, which in turn upgrades their grade level,
as you know.

Government businesses are insulated from competitive pressures
and thus need not address fundamental changes.

Powerful constituencies exist within and outside the Government
that can and do effectively lobby to prevent change.

We have seen in the commissary case that they are already at-
tempting to widen the people that can qualify to be in the commis-
saries, like divorced wives, et cetera, et cetera, so they can get a
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bigger constituency before anybody can do anything about this.
That's, of course, one way to go.

Two specific examples on the VA and the commissary:
Budget allocations are made to individual VA hospitals on the

basis of the number of patient days each hospital records during
the year. There is an incentive, therefore, to increase admissions
and delay discharge until there is another patient to fill the vacat-
ed bed. Any hospital that fails to meet its target patient-day work-
load loses a portion of its budget appropriations, a reverse incen-
tive, the burden of which must be borne by the taxpayer. It's usual-
ly the other way around where the more money you can save there
is an incentive to do so. This was reverse incentive.

Once the Government decided to provide the military with less
expensive food it chose to implement this service by establishing a
complete retail grocery system. This duplication of private sector
services is inefficient because there are no driving forces of market-
place competition. The Government, by directly producing the com-
missary service, creates a separate, uncompetitive market with no
pressure to control costs.

We have noted that the commissary system continues and, in
fact, grows because vested interests voice their opposition to privat-
ization possibilities.

Senator SYMMS. On that point, Mr. Grace, could I ask you a ques-
tion on that? As a U.S. Senator if I even suggest that we ought to
take a look at the commissary system, all of the military people,
the retired people, may believe that someone is trying to take
something away from them; in other words, a breach of contract.
Can you give me a suggestion on what we do about gaining public
support to focus on privatization? Someone told me that the Penta-
gon runs the eighth largest grocery retail store in the world. Is
that correct?

Mr. BOLDUC. I've heard the same statement. I don't know that
for a fact, but I've heard the same statement myself. I would say
it's pretty close.

Senator SYMMS. How do we go about this? I'm in politics. How do
you sell this to the public? What do you suggest?

Mr. GRACE. In the first place, there ought to be a task force to
bring up to date the price comparisons and to show what the bene-
fit is to the military families, and then we ought to survey who is
getting that and why they need it and where they are. I feel that if
the facts were brought to the attention of the public that it cost
about a billion dollars over 3 years to maintain this commissary
system-and if you look at the number of families that have that,
the half a million families-I think if it was just presented in
proper context to the American public-it all takes time; it all
takes some amount of money to get these stories over.

Senator SYMMS. In other words, if half a million families receive
the benefits of the commissary system, it would be cheaper to give
them a certain stipend.

Mr. GRACE. That's another way to do it. You could find out with
a very scientific study. It wouldn't take that long. It's a question of
numbers of people. We do it all the time in the retail business.
We're price comparison shopping regularly. You have to do that to
stay in the business. Get the price comparison shopping figures in
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San Diego, San Francisco, Baltimore, Washington and one or two
outlying areas and see what the price comparison is. You'll find
the greater the outlying area, Mr. Chairman, the worse the com-
parison would be for our case, because the competition is not as
great in the outlying areas. But if you come into San Diego, San
Francisco, Baltimore, and Washington, you've got real tough com-
petition in the retail business. You've got warehouse clubs. You
could show the advantage if they shop properly on the outside. It's
only so much. We'll give you that and close this damn thing down.

Mr. BOLDUC. I think, Mr. Chairman, that there are two things.
No. 1, I think that people have got to quit talking and start acting.
This has been going on for a number of years. There are all kinds
of studies, and for every set of numbers you come up with the De-
partment of Defense will produce different numbers. There is no
such system as full costing in terms of what the true cost is, includ-
ing overhead, pay, pension, fringe benefits, retirement, or produc-
ing products the military provides. That's the first point.

Mr. GRACE. Right now that billion dollar figure that we gave you
is understated. This guy did not add back the pension costs of the
employees. Right?

Mr. BOLDUC. Right.
Mr. GRACE. That's even understated.
Mr. BOLDUC. The second point is that I think it would behoove

the whole process if a set of requirements were defined and those
requirements were presented to the private sector and said, look,
this is what we require in terms of inventory, in terms of product,
in terms of quality. Submit your proposal in terms of what you will
charge to produce these kinds of products for military personnel at
the following locations. Then you're in a position to compare the
cost here and do full costing on the other side, and you can begin
to sit down and debate the merits of the case.

Mr. GRACE. It's a sacred cow, Mr. Chairman. They won't even go
so far as to debate it because it's a sacred cow.

Senator SYMMS. Well, we will get back to this.
Just a little further in your prepared statement, you say the

deck is stacked against contracting out because of the government's
method of comparison, public versus the private provisions. Is this
the A-76 circular?

Mr. BOLDUC. You'll get a great deal more on that from the gen-
tleman that will testify tomorrow. But you can tell me what you
want and I can devolve a methodology to prove your point. And
that is exactly where they are coming from. Where they want to
stay is to continue supporting and sustaining the existing system.
So you develop a methodology that is going to yield the numbers
that support your position. So when you select your sample of prod-
ucts you want to compare, you select those which present your
strongest position and the private sector's weakest position, and
you don't present them in a uniform, statistically valid point of
view; you do it selectively. So there are flaws in the process by
which they do comparative shopping.

Senator SYMMS. You began with a question that's very sensitive
in my State. Let's shift from the Pentagon and the commissaries;
let's go back to the Government lands in the Western States.
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About a third of the land in this country is owned by the Federal
Government. In my State, for example, 64 percent of all real estate
is owned by the Federal Government. A lot of this is land-like the
Sawtooth Mountains or the Salmon River-that is indisputably
viewed as national treaures. These are areas where people can
enjoy the wilderness if they happen to be wealthy enough or
healthy enough to afford the time and the ability to walk where all
access is virtually blocked off except by foot or horseback.

On the other parts of that land, where there are timber values
and grazing values, if you try to raise the user.fees on the grazing
lands in the West to pay the cost of the Forest Service or the
BLM-I can tell you right now that you can't raise the grazing fees
high enough; no one will graze any livestock out there because it
isn't worth paying what the fees would be.A lot of people say that's
fine, don't graze out there and you'll have more feed for the deer
and elk and so forth. But it really doesn't work out that way. What
happens is you get a big fire out there if someone doesn't graze it.

How do we break this stranglehold? Do you have any recomenda-
tions? How do you go to a State like Idaho that has a news media
that is very antiprivate property? You bring up the subject, and
you immediately hear that all the farmers would be broke because
they cannot afford to outbid the Rockefellers or Peter Grace or
someone else who would come out there to buy the earth. That's
how the media treats it. How do we focus some light on this subject
and some intelligence? You can't raise the grazing fees on the Gov-
ernment land in the West enough to ever pay the cost of what it
costs to manage the land the way the Government manages it.

Mr. GRACE. That is true in Idaho, Mr. Chairman. That's not true
in certain other areas. As you know, real estate is a very local ac-
tivity. You can know a lot about real estate in Brooklyn and when
you go out to Long Island you don't know up from down. So what
you are saying is true in Idaho, because it's dry, et cetera, in many
parts of the country we're talking about. But these grazing fees in
other areas that I am familiar with are not adequate and they
should be higher. As a matter of fact, all kinds of people would love
to locate their ranches next to Government grazing rights because
that is considered a bonanza in a number of States, Mr. Chairman.
Maybe not in Idaho.

Senator SYMMs. What I am getting is there is no incentive for
the district ranger of the local ranger district of the Forest Service
or the BLM to cut costs. If the ABC company owns it, there is an
incentive to keep the grazing fees in line with the costs. There is no
incentive out there.

Mr. GRACE. None.
Mr. BOLDUC. There is no incentive because that individual's per-

formance is not being evaluated on the basis of incentive. If you
worked for me, Senator, and I wanted to establish a bogey for you
that says that you will manage those forests at the following costs
and your performance will be evaluated accordingly and your pay
raise at the end of the year will be determined on the basis of
whether you managed within those budgetary constraints, there
can be an incentive. But that's not the way it works. The way it
works is that you have an almost automatic guarantee of salary in-
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crease at the end of the year without any specific, measurable,
quantifiable levels of performance being measured.

Senator SYMMs. The politicians and bureaucrats don't answer to
the profit and loss statement as the business person or the private
sector does.

I'm sympathetic to the whole idea of privatization and I want to
see something come of this. I am trying to get a handle on some
directions that we can take and pick out the areas that might be
the most successful.

Out of the recommendations of automobiles, or land-land is a
very sensitive issue; it may not be the first one to tackle-renting
cars instead of buying all these cars and so forth, hospital beds,
commissaries, which ones that you have isolated and recommended
would be the easiest ones to sell the idea to the public that the pri-
vate sector could provide the services more efficiently?

Mr. GISH. Mr. Chairman, I think we should be donating the land
to the State with a requirement that they continue it as grazing
land. This would save the Government money inasmuch as a large
portion of the subsidy that is provided is in the form of payment in
lieu of taxes to the State. So if it is turned over to the State and
you could avoid those payments you would still obtain a cost bene-
fit to the Federal Government.

Senator SYMMs. And you could avoid the hiring of all the people
who work out there.

Mr. GISH. Exactly.
Senator SYMMS. There is a project called the Sagebrush Rebellion

that got off to a great start here in about 1979. Senator Hatch first
introduced major legislation on land use. Congressman Santini
from Nevada and myself introduced a bill in the House; and it
raised a great controversy. Our attitude was to take some of the
Federal Government lands and transfer it over to State govern-
ments. Then it would be the States' problem, and the politicians in
those States would have a vested interest in privatizing those
lands, or at least a vested interest in managing them better than
we are managing them from the Federal level.

Would you recommend those kinds of things as a stepping stone?
Mr. GRACE. I would. I hadn't looked at that particular idea of

Mr. Gish and Mr. Bailey. They did a lot of the leg work and the
absolute individual deep down studies in these areas, Mr. Chair-
man, and I think their thought is very good.

Senator SYMMS. One thing that happened on the Sagebrush Re-
bellion, since you are talking about making Government run
better, occurred when Cecil Andrus left as Secretary of Interior
and Jim Watt came in. Within 6 months we stopped receiving all
these complaints in my office about rangers running roughshod
over the ranchers. There was a new attitude on the Western ranges
of cooperation between the BLM district offices and the ranchers;
and all of the sudden the Sagebrush Rebellion died. Now I don't
notice the cost change that you're talking about, but the opposition
to Federal management of the lands disappeared, evaporated be-
cause of the leadership Jim Watt gave the Interior Department. He
might have gotten a lot of bad press in the Washington Post and in
the Boise paper, too, but he didn't get it from the ranchers who
graze on the Government lands.
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Mr. GRACE. Well, he spent too much time in the West and not
enough on the beach with the Beach Boys. [Laughter.]

Mr. BoLDuc. Senator I sense that your are fishing or trying to
focus on something and I kind of get the feeling we're not being
very helpful. Let me try a different tack. Maybe we can shed some
light on it.

If I were attempting to answer the question what do I do about
the issue of privatization, I think the one thing that ought to be
done more than anything else is that there ought to be a strategy
developed on the part of the Congress as to what it is you want to
do with respect to privatization. Pick those targets of opportunity
that either are the easiest to implement or that you can build a
coalition on the other side that can provide counterpressures to
bring about adoption. And you don't need to have 100 things, be-
cause even today there are more proven cases of privatization at
State and local government than in our own Federal Government.

The Federal Government has very few success stories to talk
about, and everytime they talk about privatization the skeptics say
show me, it doesn't work.

The strategy ought to focus on those that can be done reasonably
quickly. Motor vehicles is one that can be done under the adminis-
trative network of the Federal Government. I think the commis-
sary issue with respect to the support you can get from food suppli-
ers on the other side to provide countervailing pressures is a very
strong possibility, particularly when you can demonstrate that the
service is still there at the same cost, if not a better service.

Then I think once you have defined what it is you want to do
with respect to a strategy you have to play some hard ball with the
Office of Management and Budget which will require a structure
on the executive side of Government that will give you the struc-
ture to implement the strategy. Right now there is no strategy and
there is no structure, and until such time as you focus on those two
key issues not vbry much is going to happen.

I don't think it's the kind of thing you pick on this one, grazing
lands, and say let's do it.

Senator SYMMs. In your prepared statement, Mr. Grace, you
point out that when you recommended the elimination of taxpayer
subsidies to commissaries the following appeared in the August 15,
1983, issue of Exchange and Commissary News:

It's time for this market to wake up and stop waiting for the House Armed Serv-
ices Committee to constantly stop everything negative from becoming law. Our asso-
ciations and key industry leaders must anticipate rather than react to head off
moves to contract out or close the commissaries.

I'm excited-about what you have done at the Grace Commission.
But the built-in momentum in Washington and throughout the
Nation is for more Government; the momentum goes for more Gov-
ernment. And so I finally get to the point that, in frustration, I say,
the only thing I can see to do is just pare away appropriations,
hoping big Government will go away. But it hasn't worked that
way. We never can get the votes.

Mr. BOLDUC. These folks are extremely well organized. They
work hard at what they want. They communicate their concerns to
elected officials, and the 86 million taxpayers who are paying $735
million a year in subsidies for military commissaries are not heard
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from. You also have a constituency of food suppliers out there that
would be very much interested in supplying foods to the scale of
what-the eighth largest food chain in the country, you said? I
think they would be very interested in that. They have not been
rallied and they have not been heard of very much.

Senator SYMMS. Did you do anything at all with respect to the
school lunch program?

Mr. BOLDUC. We certainly did. In what respect?
Senator SYMMS. I have introduced a bill-I did it in the House

and have done it over here in the Senate-to allow the USDA to
send school districts so much money and tell the local school dis-
trict dietitian to go buy the groceries for the school lunch program
through local wholesalers. We have got the finest food distribution
system in the world in the United States of America. Why have
this Government program where you send out cans of peanut
butter and pork chops? All the dietitians like this, because then
they can structure a diet the kids will eat. But we can't get it
through USDA, under a Republican administration.

Mr. BOLDUC. Why?
Senator SYMMs. Maybe we need Peter Grace running the Office

of Budget. We can't get USDA to buy the idea. The Secretary of
Agriculture has told me we are buried with surplus commodities,
and he said he want to give away these surplus commodities and
get rid of them. That is his final answer before the Budget Commit-
tee.

Mr. BOLDUC. Why don't you suggest to them that the way to get
rid of those surplus commodities is to work out a contract with food
suppliers across the country where, instead of giving food stamps,
they can use food stamps in exchange for surplus commodities? In
stead of being held in storage houses in Kansas City, these surplus
commodities can then be made available to the American people.

Mr. GRACE. They talk on the one hand about the hunger and the
people who have empty stomachs, suffering with hunger, and yet
they won't give them the best way to solve hunger, which is
healthy food. As you know, you can buy beer, caviar, you name it,
Mr. Chairman, with food stamps. Food stamps should be limited to
food that people need to sustain themselves and not to go to bed
hungry. But they talk out of both sides of their mouth at the same
time on that issue. They use the argument "going to bed hungry,"
but then they give food stamps in a way that does not limit it to
preventing people from going to bed hungry.

Mr. BOLDUC. Senator, I addressed a group this morning. In the
audience was the president of King Supers, which is a supermarket
chain in Denver, CO, and he was telling me how he has proposed to
the Department of Agriculture to take surplus commodities and
make them available to poor and needy people in his chain of su-
permarkets, to get those surplus supplies out of the storage houses
into his chain of supermarkets. He would do that pro bono for poor
people to come in and say, "Here I'm authorized, I want that
pound of cheese." And they wouldn't go along with that either.

So there is apparently a problem with respect to where the De-
partment of Agriculture is coming from. I can't find anything
wrong with the idea of taking surplus commodities and making
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them available in a commercial marketplace for needy people free
of charge.

Mr. GRACE. And that would help the farmers, too, because then
there will be less surplus. If we started to make good use of some of
these surpluses this would not make the surpluses so burdensome.

Mr. BAILEY. One question that you come back to Secretary Block
with is why do you have these surpluses in the first place. We're
really using one wrong program to justify another wrong program,
et cetera, et cetera.

Mr. GRACE. We all know why we have these surpluses.
Senator SYMMS. Of course, Secretary Block has inheritied the

program. And then they decided they were going to pay the farm-
ers back in the PIC Program with wheat instead of money, and it
was just like clapping with one hand. Our production went down. It
went up in Argentina, Brazil, Canada, and Australia, and we lost
part of the market. We could take $25 billion and buy some of
these markets to sell the wheat overseas. It would be cheaper than
the way we do it.

I still get back to the point that we want to focus on the privat-
ization question and the whole farm question is a classic example. I
mentioned earlier the Farmers Home Administration. In our earli-
er statement you said something about hocus-pocus accounting.
What were you referring to?

Mr. GRACE. The Government lends between $800 and $900 bil-
lion. They don't know how much is owned; they don't know how
current it is; and they don't know much is delinquent or how it is
subsidizing interest rates.

The Farmers Home Administration. If you ask someone in the
Government, almost anyone in the Government, how much FmHA
is spending, they will get it wrong. In just one program, the agri-
cultural credit insurance fund, total obligations were $13.5 billion
in 1984, but the outlays on the books were $1.5 billion, or a little
more than one-tenth of the spending.

Do you want to know how the Government can spend 9.2 times
their reported outlays? So did we. This intriguing bit of hocus-
pocus was accomplished by the Government selling about $7 billion
in agricultural credit insurance loans to itself, that is, to the off-
budget Federal Financing Bank.

Senator SYMMS. I don't understand what you are talking about.
Would you explain that to me again? The Farmers Home Adminis-
tration is spending $13.5 billion?

Mr. GRACE. It shows up as $1.5 billion because they sold loans to
the Federal Financing Bank, and they only report net loans, and
once they have sold the loans to themselves, that reduced the new
net loans they put out, because they never report on a gross basis.
If corporations did that their executives would be put in jail. You
have to report gross outlays. But they net it out through the Feder-
al Financing Bank and then net it down, and the outlays are only
one-ninth of what they really are. And that's selling it to itself.

Senator SYMMS. Did you want to comment on that?
Mr. GRACE. Mr. Gish is a super sleuth.
Mr. GISH. We found this very interesting, Mr. Chairman. This

cuts across Government. You can go into almost any agency. You
can go into Agriculture and Farmers Home Administration and



22

you will find that the Government understates its total activity. In
Farmers Home Administration, for example, they are issuing cer-
tificates of beneficial interest. What happens with these items is
they will take a group of mortgages and they will say that these
mortgages are represented by these certificates. They will sell them
to the Federal Financing Bank. When you see the activity in a
given agency what you are looking at is outlays. If they make $10
billion in loans and they sell $9 billion of those loans to the Federal
Financing Bank, they're only reporting $1 billion in outlays to you.
And this is what is happening in Farmers Home Administration.
They are taking the money that they are receiving in repayments
for their loans, netting it against the new loans, and only reporting
the net spending to you. They are taking other amounts and
moving it off budget by simply selling these loans to the Federal
Financing Bank.

You can look in the Small Business Administration. They are
doing exactly the same thing. They are making $1 billion in loans
in one segment, maybe the Minority Business Administration, the
MBA Program, selling off $900 million of it to the Federal Financ-
ing Bank, moving it off budget and telling you that they are spend-
ing $100 million.

Mr. GRACE. But in addition to that, Mr. Chairman-correct me if
I'm wrong, John-when they report outlays it's always net outlays.
Forget the Federal Financing Bank for 1 minute. As loans are paid
in the normal course of events they reduce the amount of the loans
they are making that year that they report. So actually they are
collecting certain loans and making new fresh loans. What you
want to hear is not only the new fresh loans that were made, not
after deducting other loans that were paid back, and certainly not
after deducting what was sold to an arm of the Government. Right?

Senator SYMMS. Correct. In other words, what they are doing is
they are taking any money they get back from their loans, and
they are putting that over to make more loans. And we appropriate
more money to them, thinking that is all they have.

Mr. GRACE. That's all you think about is the new money. But
they are rolling over a lot of new money. The thing is, it s new
money to them, but not new money to you.

Senator SYMMs. When I was in Boise with the FmHA Director, I
said all of your receipts from now on should come in and be paid
back to the Treasury of the United States.

Mr. GRACE. That's right.
Senator SYMMs. Everytime somebody retires, you do not replace

them. Gradually you will get it down to where there will be three
guys left collecting the last loan.

Mr. GRACE. That's right.
Senator SYMMs. And let the private sector lend money from now

on.
Mr. GRACE. Right.
Senator SYMMS. In the meantime, they will fill in the gap and

the private market will take it.
Mr. GRACE. That's right. And they are supposed to graduate after

they get along a little bit into the private market, but the differen-
tial in loan is 2.5 percent versus 11 or 12. So they never graduate.
You and I never would have graduated if we had to pay nine times
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what we were previously paying. We'd stay in school forever.
That's what they're doing.

Mr. BOLDUC. The real problem is when the loan is made. You're
supposed to have a test-of-credit-elsewhere provision which requires
that anybody getting a Farmers Home Administration loan must
first demonstrate his or her inability to get commercial credit. Any
banker who knows that the Government is going to stand behind
the loan versus making a direct loan is simply going to sign a note
that says "We do not wish to give you credit." You take those let-
ters to Farmers Home Administration and they will make you a
loan and guarantee it. Once you get into that cycle, then you get to
the point that Mr. Grace is making with respect to graduation. It's
a very, very vicious cycle.

The point that John made earlier-my concern with that is from
an economic impact point of view-you are always reacting rather
than being proactive and planning what is going to happen. You
take a look at the end of the year as to how much money you
fueled into the economy with respect to all those loans rather than
plan them up front and account for them in terms of how much
money will be provided to the economy. It's after the fact.

Senator SYMMs. You made a statement that the bureaucracy
doesn't routinely consider privatization because it does not have to
pay the carrying costs of the money. Why would they have such an
incentive? I can t see any incentive for the bureaucracy to privatize
anything under the current operation of the Federal Government.

Mr. GRACE. None at all. There is disincentive: Lower grading, less
employees, less people under you, less power, et cetera. There is
disincentive.

Senator SYMMS. Right in line with that-and I want to get to the
Idaho National Guard versus the Air Force: I notice you testified
about Air Force maintenance and so forth-the President estab-
lished a Federal Property Review Board to review privatization op-
tions for real estate assets held by the Government. But to this
date the reviewing organization has had no influence on the rate
which surplus assets are privatized. How would you try to make
that work?

Mr. BOLDUC. That, Senator, was an organization that was put to-
gether by Jerry Carmen at the General Services Administration. I
don't think we're in a position to comment on that. We did not
review that operation. That was put together while we conducted
our study, and I don't think that I would venture to guess what
may or may not have worked.

Senator SYMMS. How would you review it, though? What would
you do? Let's forget about that. How would you go about that? How
would you recommend that you get some of this surplus property
converted and liquidated and out of the hands of the Government
and reduce our debts? I think Senator Percy introduced a bill that
talks to this issue. If he came from Idaho he wouldn't introduce the
bill. He can do it because he comes from a State that is all private-
ly owned. But if somebody introduced that bill in Idaho it would
raise such a red flag out there that you couldn't even get out of
your car.

Mr. BOLDUC. I think that is probably the reason why it's not
working.
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Senator SYMMS. Why?
Mr. BOLDUC. Because there are a lot of Idahos out there.
Senator SYMMS. I'm getting down here to the brass tacks of the

whole Grace Commission. We've got a tremendous educational task
for the humanitarian aspects that capitalism has to offer this coun-
try. All you have to do is pick up the newspaper, turn on the local
nightly news and you are going to see an attack on capitalism. If
you look at Newsweek, one week they will have "How Do We Stop
the Right Wing Death Squads in El Salvador?" The next week the
picture on Newsweek will be President Reagan embracing the
Communist Chinese; and yet you couldn't kill as may people in
Central America as the left wing death squads have killed in
China. But you won't see that in the newspapers or on the front
cover of Newsweek.

I am just trying to focus on this, because I want to see us make
some headway here.

We want to let you out of here, Mr. Grace. I hear you have a
speech to give tonight in Rhode Island.

Mr. GRACE. Senator Chafee asked me to.
Senator SYMMS. I don't want you to be late for my colleague's

meeting.
Mr. GRACE. J.P. can stay, Mr. Chairman.
Senator SYMMs. J.P. can stay?
Mr. GRACE. Oh, yes.
Senator SYMMS. I just want to ask one question. You were talk-

ing about the provision of base support services for the Vance Air
Force Base in Oklahoma, that DOD estimates a 22-percent savings
by using private sector contractor. With respect to the Idaho Air
National Guard, they have an Air Force photo recon squadron out
there. The men and women of the Idaho Air National Guard take
tremendous personal pride in the unit's airplanes. They offer that
kind of leadership. They win every contest they get in; they can
outfly and out-take pictures and do their mission better; in 72
hours, they can be anywhere in the world in a combat situation
with this squadron. And I think it's really remarkable. But the
maintenance people there have worked on the same airplane for
81/2 years now. That's not true in a regular military squadron.

Did you make any recommendations on that? When you talk
about private contracting, you're not talking about contracting out
maintenance on aircraft.

Mr. GRACE. We are.
Mr. BOLDUC. I don't know why not. Why couldn't you?
Mr. GRACE. We are, Mr. Chairman.
Senator SYMMs. How do you do that and relate it with a combat

situation?
Mr. BOLDUC. I think you could negotiate a long-term contract

with those kinds of provisions in it, negotiate a long-term contract
with continuity of employment.

Senator SYMMS. So those people would be the same people, work
on the same airplane, and have an incentive.

Mr. BOLDUC. That happens to make sense, and that's where the
payoff is. You negotiate that in the contract. You can even go so
far as to identify the skills and the individual you want to main-
tain those aircraft.
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Senator SYMMS. One of the critiques I run into all the time are
people complaining to me about the 3-cent screw that cost the Fed-
eral Government $91. I hear this in every town meeting. How do
you deal with that kind of an abuse?

Mr. GRACE. If you privatize it, the cost of the maintenance would
be figured out on a sensible commercial basis, and no one will do
that, No. 1, because how do you cure in the Government proper
computer controls-that's all down in computers, Mr. Chairman-
in terms of the inventory. There is $41 billion of inventory that is
not properly controlled. Also, in the procurement process, all of the
spare parts should be worked out in advance by the suppliers, no
holdup to get back the overruns through the spare parts. That can
all be controlled in the procurement process; lengthening of con-
tract, working the whole thing out. What they did with United
Technologies and GE the other day on those jet engines is taking
the kind of purchasing recommendations we have made, including
the spare parts, and that's how you get around that. Just good
management, that's all.

Senator SYMMS. In other words, the bottom line is, if we are
really going to be successful with the 424 billion dollars' worth of
projected savings, we've got to turn to privatization as the real
answer for public waste.

Mr. GRACE. Absolutely, and to somehow get management sys-
tems brought into the Government. What we really ought to do,
Mr. Chairman, is to separate the foreign aid business, the foreign
policy business, the weapons determinations, and some things,
whether it be social programs, taking care of the poor, deciding
how much food stamps-those are political knowhows. But there is
so much in the Government that is exactly what business does.
Let's separate the two functions and contract out every single
thing that business would come down here and bid on and let the
lowest bidder win it.

Senator SYMMS. Mr. Grace, you have been outstanding and have
been very patient. We are going to continue to work on this. I want
to thank you. I am going to ask you one question and let you go,
and then I've got a couple of more for J.P. And we wish you a good,
safe trip to Rhode Island. When you get to Rhode Island you'll find
out it is 600,000 acres. So you can tell those people up there in
Rhode Island-and I kid Senator Chafee about this-that my State
is 52 million acres.

Mr. GRACE. And we have a 1,200,000-acre ranch in Australia,
which is just twice Rhode Island's size.

Senator SYMMs. And some want to have big wilderness areas out
in Idaho, locking up all the resources, while building a strategic
task force to fight over the resources in the Persian Gulf region.
This boggles my mind.

I had breakfast with Lewis Lehrman this morning, who is a
friend of yours, a businessman from New York, and he mentioned
to me that you favored the gold standard along with him. Do you
think there is any way that we could privatize and break this mo-
nopoly the Government has to print money and help the future of
the country by having honest money on a long-term basis where
people could have expectations of investing for 20, 30, 40 years in-
stead of always wanting a 30-day or 90-day Treasury bill?
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Mr. GRACE. I have to answer that honestly, Mr. Chairman. Jack
Kemp, who I admire greatly, is going the other way. As you know,
he wants the term of the Federal Reserve Chairman to come on
board with the President. He wants the Secretary of the Treasury
on the Federal Reserve Board. I'm afraid that the day has passed
when we can move as far as Lew Lehrman wants to in terms of
that particular idea that you just mentioned.

Senator SYMMs. I will work on that with you. I'm not so sure
that we can continue paying these exorbitant interest rates.

Mr. GRACE. I don't think we should, but there are other ways to
avoid that. The first thing to do is to get the bloody spending down
so that people think we are going to have this under control. This
is all psychology: They are sure we are going back to inflation; they
are sure we are going to be out of control; they don't know who is
going to get elected in November; they know that if certain people
get elected you're going to have wild spending sprees; and they are
not willing to lend money in a period of uncertainty. That's the key
issue.

Senator SYMMs. Thank you very much. We will let you go.
Thank you, Mr. Grace. I appreciate your testimony very much.

Mr. GRACE. Thank you.
[The prepared statement of Mr. Grace follows:]



PREPARED STATEMENT OF J. PETER GRACE

Mr. Chairman, I am pleased to accept your invitation to

address the work of the President's Private Sector Survey on Cost

Control (PPSS) and to identify some of the major recommendations of

our Task Forces related to the transfer of the Government's

commercial activities to the private sector -- privatization.

My name is J. Peter Grace and I was the Chairman of the

PPSS and I am Chairman and Chief Fxecutive Officer of W.R. Grace &

Co. With me is J.P. Bolduc, who was the Chief Operating Officer of

the Survey, and who is a Senior Vice President of W.R. Grace & Co.

In addition, tomorrow, the Co-Chairmen and Project Manager of our

Privatization Task Force will be testifying before you, and so I'll

concentrate on a broader overview of PPSS and our findings and

recommendations on privatization, contracting-out, and, in general,

the desirability of transferring Government activities to the

private sector.

Prior to discussing privatization, let me provide a brief

overview of PPSS's formation, organization, and conclusions.

Presiuent Reagan decided in February 1982 that it would be

useful to have a study of the Executive Branch of the Government by

members of the private sector, and he invited me to become Chairman
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of this effort. He felt a survey patterned after the Private Sector

Study he instituted when he was Governor of California would be

useful in identifying inefficiencies, overlap, and waste in the

operation of the executive departments and agencies. The President

is very concerned about the tremendous increase in the cost of

operating the Federal government, which has gone up almost sevenfold

since 1964, from $119 billion to $854 billion for 1984. I share his

concern.

On June 30, 1982, the President's Executive Order was

issued establishing the PPSS, and we started to organize the 161

executives who had been recruited from the private sector into

Co-Chairmen of 36 different Task Forces. Each Task Force was

assigned to examine one or more of the departments or agencies in

the Government or some functional area cutting across Government,

such as procurement and asset management. In addition, 11 special

reports were prepared by the PPSS Management Office to examine areas

of special interest.

In organizing this effort, the private sector was requested

by the President to finance the entire survey. Accordingly, we

recruited more than 2,000 volunteers from the companies of the

Executive Committee members and others, and we raised $3.4 million

from the private sector to pay for the central administrative

expenses of the project. We created a special Foundation to handle

the financing of these administrative costs. In total, the private

sector contributed $76 million to the survey in people, services and

travel, equipment, materials, and supplies.
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The 47 Task Force and Management Office Reports, consisting

of over 20,000 pages of material, 1.5 million pages of supporting

documentation, and including 2,478 recommendations, have all been

submitted to the President.

The areas of Program Waste and Inefficiency, and Systems

Failures account for $312.2 billion, or almost three-quarters of the

$424.4 billion total savings identified in those reports, 
as

summarized in the following.

(Chart on following page)

38-507 0 - 85 - 3
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PRESIDENT'S PRIVATE SECTOR SURVEY ON COST CONTROL (PPSS)

RECOMMENDED SAVINGS
OVER A 3-YEAR PERIOD

$424.4 BILLION

($ Billions)

Program Waste (443 Recommendations) $ 160.9

- Subsidy Program Expenditures

- Lending Programs and Debt
Collection Activities

System Failures (1,152 Recommendations) 151.3

- The Information Gap

- Government Finances

Personnel Mismanagement (422 Recommendations) 90.9

- Compensation

- Retirement Plans

Structural Deficiencies (211 Recommendations) 12.7

- Central Financial and Administrative
Management

- Management Tenure in Key Positions

Other Opportunities (250 Recommendations) 8.6

2,478 RecommendationsTotal $ 424. 4
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In reality, almost all the waste and inefficiency we 
found

in the Federal government can be traced to systems failures 
and

restraints put on the management of the Executive Branch by the

Congress. There is hardly anything basic in the management of

Government operations that doesn't require Congressional 
approval,

be it closing obsolete facilities, buying new computers, the 
wage

scale on Federal construction projects, or just about anything that

might result in greater efficiency, including policy decisions in

the VA affecting as few as three employees.

The current and projected deficits are unacceptable to

Congress, the Administration and the American people. However, how

those deficits are to be attacked has been the subject of much

debate.

The available options are simple:

- reduce costs,

- increase taxes, or

- some combination of the two.

The tax burden on the average American family is already at

counterproductive levels, with the underground economy now at an

estimated $500 billion, costing about $100 billion in lost Federal

tax revenues per year.
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The size of the underground economy is understandable when

one considers that median family income taxes have increased from $9

in 1948 to $2,218 in 1983, or by 246 times, while gross income has

increased just 7.6 times over the same period -- taxes up 32.4 times

more than income.

(Chart Follows)
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FEDERAL TAXES ON THE

MEDIAN INCOME FAMILY

(1) (2) (3) (4) (5)

Average Income Tax Rates
On Gross Income

Percent
Required To

Median Median Balance

Family Family Required To The Budget

Gross Income Balance Above/ (Below)

Income Taxes Actual The Budget Actual

(1) 1948 $ 3,187 0.3% 0.1% (66.7)t

(2) 1958 5,087 303 6.0 6.5 8.3

(3) 1970 10,216 902 8.8 9.1 3.4

(4) 1981 21,462 2,221 10.3 12.4 20.4

(5) 1983E 24,100 F 5 H9E

(6) 1983E As
Multiple , l |

Of 1948 7 30.7X 159.0X

imagine:

• The median family's income
is up 7.6 times,

o But its income taxes have

risen 246.4 times,

o Including Social Security,
the total Federal tax is up

from $39 in 1948 to $3,833

in 1983, or by a multiple of

98.3 times.
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Further, to balance the budget in 1983 would have required

a 72.8% increase in the average tax rate of the median income family

from 9.2% to 15.9%.

Why balance the budget on the back of the median income

family? Why not tax the wealthy?

Any meaningful increase in taxes from personal income would

have to come from lower and middle income families, as 90% of all

personal taxable income is generated below the taxable income level

of $35,000.

(Chart Follows)
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CAN THE DEFICIT PROBLEM

BE SOLVED WITH INCREASED TAXES?
(1981)

(1) (2)

Number of Days

Government Can Be

Run If Government

% of Taxable Takes All Remaining

Taxable Income Income Through Income Above The

Bracket Each Bracket Bracket As Tax

1) up to $ 15,000 63.1% 206 Days

2) Up to 20,000 74.9 130

3) Up to 25,000 81.9 88

4) up to 30,000 87.2 58

5) Up to 35,000 90.4 .41

6) Up to 40,000 91.9 33

7) Up to 50,000 94.4 21

( 8) Up to 75,000 97.1 10

9) up to 100,000 98.0 7

(10) up to 150,000 98.6 4

All taxable income not already

taxed above $75,000 would run

the Government only 10 days.
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If the Government confiscated 100% of all taxable income

beyond the $75,000 tax bracket not already taxed, the additional

revenue would be sufficient to run the Government for only 10 days

while destroying productive enterprise.

Taxing the rich makes more sense as a campaign slogan than

as a serious approach to reducing budget deficits.

That leaves reducing the cost of Government as our best bet

to contain spiraling deficits, and that was the purpose of PPSS --

cost control.

The question then becomes one of where to cut costs. For

perspective on the problem, FY 1962 was generally considered to be a

pretty good year for the United States. It was the first full year

of the Kennedy Administration. It was Camelot -- peace time, before

'guns and butter. Real GNP was up 5.8% in 1962, inflation was

1.8%, the prime rate was 4.5%, and the total Federal deficit

amounted to $7.1 billion, or 1.3% of GNP. In comparison, 1983

brought us a record deficit of $195.4 billion, or $207.8 billion

including both on- and off-budget spending, or 6.4% of GNP. If you

add in the past service liability, the deficit reached $393.9

billion.

In 1962 Federal revenues were 18.2% of GNP versus 18.6% for

1983 -- to get back to 1962 we'd have to cut taxes another $12.9

billion.
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On the spending side, without counting past service

liabilities, defense accounted for 9.4% of GNP in 1962 versus 6.0%

for 1983 -- we'd have to add $109.8 billion to 1983 defense spending

to get up to the same percentage of GNP in 1983 as was accounted for

in 1962.

Transfer payments have increased in relative share of GNP

by 2.3 times, from 5.6% in 1962 to 13.0% in 1983 -- we'd have to cut

transfer payments by $238.9 billion to be at the same percentage of

GNP in 1983 as in 1962.

The net effect of holding Government revenues and outlays

to the same percentage of GNP in 1983 as in 1962 would be a $164.7

billion reduction in the deficit.

I am not, of course, recommending that we turn the clock

back to 1962, but this comparison does provide a useful perspective

on how we got into the mess we are in and provides ideas on how to

solve the problem.

One might ask, as we have been, what experience businessmen

have that qualifies them to examine the Federal government.

Following is an array of similarities between the operations of the

Government and business, with specific opportunities identified to

improve operations.

(Chart Follows)
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WHY BUSINESS CAN ADVISE GOVERNMENT

Private Federal Government Failures

Government Sector Relative to Private Sector

( 1) Lending $764.6 Bil. $1,500.0 Bil.

Money loans loans
outstanding outstanding

HUD makes only 3 at-tempts
to collect loans versus 24
to 36 tries in the private
sector; 41% delinquency
rate on current Federal
receivables.

( 2) Timberland 105 Million 347 Million The U.S. Forest Service gav

Management acres acres away 235 million of fire-
iR iE n 1981, 24.5% of
total commercial timber
harvested.

( 3) Grazing Land 163 Million 587 Mikllion
Management acres acres

Federal grazing program
collected $15 million in
grazing fees-while
providing $41 million in
services recovering only
36.6% of costs.

( 4) Hospital 177,000 1,481,000 VA hospital in the Bronx

Management beds beds cost $191,300 per bed,
about double the $97,400
per bed spent constructing
the comparable Duke
University Hospital.

( 5) Nursing Home 71,000
Management beds

1,029,000 The VA spends $61,250 per
beds bed to construct nursing

homes -- almost 4X the
$16,000 per bed cost of a
major private sector
nursing home operator.

Function/
Item
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WHY BUSINESS CAN ADVISE GOVERNMENT

Government

Private Federal Government Failures

Sector Relative to Private Sector

( 6) Automated 250,000 2,000,000+ Half the Government's

Data ADP ADP computers are so old that

Processing employees employees manufacturers no longer

service them. Additional

personnel expenses amount
to $600 million annually.

( 7) Inventory $41 Billion
Management (over 99%

in DOD)

( 8) Electric
Power

$806 Billion Private sector inventory

replenishment techniques
would save the Government
$4.5 billion over three
years.

244.0 2,019.0 Government subsidized power

Billion Billion sold at one-third market

KWH KWH rates, costs industrial
users only 2.450 per kwh in
the Northwest compared to

12.091 per kwh paid in San

Diego for power generated
by the private sector.

( 9) Borrowing $1,381.9
Money Billion

national
debt

(10) R&D Funding

$420 Billion
corporate
bonds

outstanding

Federal borrowing from the
public of $135.0 billion in

1982 was 33.0% of the $408.
billion raised in U.S.
credit markets.

$38.5 $36.1 Government R&D bureaucracy

Billion Billion requires that Oak Ridge
researchers consult 114 DOE

offices for funding
approval.

Function/
Item
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WHY BUSINESS CAN ADVISE GOVERNMENT

Private Federal Government Failures
Government Sector Relative to Private Sector

(11) Transpor-
tation of
Persons

(12) Payroll

$5.2
Billion

$61.8
Billion
civilian
payroll

(13) Freight $5 Billion $3
Handling

(14) Building
Maintenance

$20.4
Billion
(non-user
operated
transpor-
tation)

Since 1955 the Government
has been prohibited from
using private sector travel
agents and benefiting from
their expertise; a 1980 DOD
plan for a professional
travel service was rejected
by Congress. The
Government did not issue
credit cards for travelers
until we recommended it.

$1,090.0 It costs the Army $4.20 to
Billion process a payroll check vs
payroll 1.00 average in the

private sector.

30 Billion The Federal government does
not negotiate volume
discounts on its enormous
freight charges.

2.6 Billion 10+ Billion The General Services Admin-
square square istration employs 17X as
feet feet many people and spends

almost 14X as much on total
management costs as a
comparable private sector
firm.

Function/
Item
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WHY BUSINESS CAN ADVISE GOVERNMENT

Function/
Item

(15) Pension
Benefits

Government

$19.5
Billion

Civil Service
(CSRS)

Private Federal Government Failures
Sector Relative to Private Sector

$300 Pension benefits for the
Billion CSRS are 3 times those in

the private sector.

(16) Pension $96.1 $481.1 CSRS rate of return in 198(

Fund Billion Billion was 7.4% compared to 14% ar
Assets Civil Service over for a majority of

(CSRS) private sector plans.

(17) Vehicles 436,338 155,900,000 Average utilization of

Managed non- motor Federal vehicles (excluding
military vehicles USPS) is 9,000 miles per

privately year. However, effective
and utilization, per private

commercially rental firms, is con-
owned sidered to be 25,000 miles

per year or 2.8 times
Federal vehicle
utilization. Failure to
recondition vehicles prior
to resale, as is common in
the private sector, lowers
the Government's resale
revenues by $15.8 million
over three years.

(18) Procurement

(19) Foreign
Exchange

$159 $2 Lack of competition or
Billion Trillion control in Federal

contracts results in the
Pentagon paying $91 for a
30 screw, etc., etc.

$10 $181 Hedging against foreign
Billion Billion currency changes versus

other industrial countries
could save the Government
$438 million over three
years.
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A continuing problem in the carrying out of PPSS savings

recommendations has been erroneous reporting by the media.

Of particular note, the media grossly misinterpreted the

findings of the CBO-GAO review of PPSS recommendations. That

review, although very limited in scope, found $97.9 billion of PPSS

savings possible over the 1985-1987 period. As the CBO-GAO stated,

their analysis was limited in four ways:

First, they only examined 16%, or the 396 biggest

dollar recommendations out of 2,478.

Second, they did not assign savings to the budget

for 122, or 31%, of these 396 recommendations.

Third, the $97.9 billion does not include savings

which will occur in later years.

Fourth, the $97.9 billion does not include savings

which occurred in 1983 and 1984 or which are

already in the 1985 budget.

Also, unlike PPSS, which presented savings for the three

years following full implementation, CBO-GAO estimated savings for

fiscal years 1985, 1986, and 1987.

The following puts this in perspective:

(Table on following page)
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POTENTIAL SAVINGS PER CBO AND PPSS
( Billions)

Savings per CBO for 1985-1987 $ 97.9

Recommendations Studied by CBO
for Which They did not Include
Savings for 1985-1987 87.7

Subtotal - Recommendations
Studied by CBO, 1985-1987 $185.6

Recommendations Not Studied
by CBO, 1985-1987 61.3

Subtotal, 1985-1987 $246.9

Recommendations for Later
Years Implementation 130.9

Recommendations Already
Put in Place 23.0

Additional Interest Using
CBO Method, 1985-1987 37.1

Total Savings

* Compares with $424.4 billion savings in PPSS final report
for the three years after full implementation.

Thus, starting with CBO's estimates for the recommendations

which they analyzed and to which they assigned budget savings, PPSS

savings would be in excess of the $424.4 billion as submitted to the

President.

In net, with regard to numbers, CBO-GAO has covered only

part of the waterfront. While the CBO-GAO conclusions validate 25%

of the Commission's savings, they do not address the remaining 75%.
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The media missed this last point entirely, or chose to ignore it,

and reported that the CBO-GAO invalidated the remaining 75%.

We noted from the preface to the CBO-GAO analysis that 'the

report focuses on those recommendations that the Grace Commission

estimated would have major budgetary savings.' Thus, the CBO-GAO

analysis does not cover three of the most important PPSS reports,

Federal Financial Management, Federal Management Systems, and

Information Gap, which provide recommendations that are fundamental

to improving the efficiency and effectiveness of Government but for

which no savings were claimed by PPSS.

For example, our Federal Financial Management and Federal

Management Systems reports addressed fundamental deficiencies in the

Government's budget accounting system. CBO-GAO stated in their

review that our recommendations could not always be expressed in

Federal budget accounting terms. The media, of course, reported

this as -- CBO-GAO state PPSS savings claims are grossly inflated.

The real story is that we found that the. Federal budget accounting

system could not be used to control a private sector company. A

company trying to use the Federal system would go bankrupt. The

U.S. Government, however, has unlimited borrowing power and the

deficiencies in its accounting system - a true misnomer since there

is a lack of accountability in the Federal system -- can be masked

by ever-increasing debt to cover its ever-increasing deficits.
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This is a major point -- the accounting system which formed

the basis for the CBO-GAO analysis is of limited usefulness as a

cost-controlling mechanism.

A logical first question in beginning any cost-control

analysis is how much is being spent by line item of expense and what

has been the trend in spending.

CBO-GAO would undoubtedly respond by referring to Federal

outlays.

On- and Off-Budget outlays are estimated at $870 billion

for 1984. However, this is not fully representative of Government

spending since the Federal accounting system nets, i.e., offsets,

spending by related revenues. Federal obligations, a more

meaningful measure of gross Government spending, are $1,240 billion

in 1984, or 42.5% greater than outlays.

Controlling costs by analyzing outlays is akin to a private

sector company reviewing its gross profit while ignoring the

component revenues and costs which give rise to its gross profit.

If we had reviewed the Government, made recommendations,

and calculated savings based only on their potential for reductions

in outlays and deficits, we would have short-changed the President

who commissioned us to work 'like tireless bloodhounds' -- the

38-507 0 - 85 - 4
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universe of Government spending would have been 42.5% greater than

that which we would have reviewed.

Unfortunately, the Government has no published source which

details total spending -- by office, by program, or by line item of

expense.

When we found this appalling information gap, we spent the

equivalent of ten man-years to study and analyze the budget

Appendices to put together what every private sector executive has

at his finger-tips -- an historical spending trend.

In addition, as I previously noted, the CBO-GAO review was

exclusively concerned with potential savings over the 1985-1987

period. We did not want to fall into the trap of only recommending

actions which would result in near-term savings.

A short-term perspective in both the Executive and

Legislative branches is a major contributing factor to our current

fiscal crisis.

For example, granting excessively liberal retirement

benefits to Civil Service employees was a more politically palatable

solution to the perceived problem of noncompetitive Federal

salaries. Increasing salaries results in an immediate increase in

outlays, while the costs of increased retirement benefits are

largely in the future.
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So today, we face a trillion dollar plus unfunded liability

in the Civil Service and Military Retirement Systems which we will

bequeath to our children and grandchildren -- largely as a result of

our reliance on a Federal Accounting System which fails to meet many

of the fundamental purposes of an accounting system, such as

recognizing the total cost of your employees as they render service.

We are left with a situation where neither increasing nor

decreasing retirement benefits has much impact on near-term outlays

and deficits, yet either move has very significant political

repercussions.

The PPSS recommendations on Civil Service and Military

retirement programs are indicative of the problems encountered in

evaluating our recommendations within the context of the Federal

Accounting System. If the Federal government kept its books as the

private sector does, the PPSS savings attributed to retirement

recommendations of $58.1 billion would be realized over the next

three years since the expense to which those savings relate would,

by law, be recognized in financial statements. Conversely, the

impact on the Government's budget is described by CBO-GAO as

'relatively modest' over the 1985-1987 period since outlays are not

significantly reduced.

Of course, none of this showed up in the media -- only

headlines noting that CBO-GAO found that PPSS had exaggerated

possible savings.
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This quality of reporting makes it very easy to continue

the Government's business-as-usual practices of ignoring and

covering up problems rather than fixing them.

The fundamental method by which the Government ignores

problems is by the use of a Mickey Mouse accounting system which

hides more than it shows, is understood by very few, provides

virtually no management control, and would quickly lead any normal

entity into Chapter 7 -- way beyond Chapter 11.

The Government is ignorant of its cash balances so it

needlessly incurs large interest costs by borrowing unnecessarily.

For example, funds given by the Federal government as grants and

that are idle are invested in interest-bearing accounts by grantees

while the Government 'finances' their investment. Conversely, the

Government lets cash seized from criminals sit idly in non-interest-

bearing accounts.

The Government's lending practices are abysmal -- and they

have between $800 and $900 billion in outstanding loans and

guarantees. Despite the size of this activity, we found that the

Government does not know how much it is owed; how much is current

and how much is delinquent; how it is subsidizing interest rates;

etc.

For example, with regard to the Farmers Home

Administration, if you ask someone in Government -- almost anyone in
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Government -- how much FmHA is spending, they will get it wrong. In

just one program, the Agricultural Credit Insurance Fund, total

obligations were $13.5 billion in 1984. Outlays per the books,

however, are reported at only $1.5 billion, or a little more than

one-tenth of actual spending.

Do you want to know how the Government can spend 9.2 times

the amount of their reported outlays? So did we. This intriguing

bit of hocus-pocus was accomplished by the Government selling about

$7 billion in Agricultural Credit Insurance loans to itself -- i.e.,

to the off-budget Federal Financing Bank.

Other interesting accounting conventions, such as netting

repayments against new loans, guarantee that it is unlikely anyone

will ever figure out what is being dished out.

So, that's how we in PPSS used ten man-years -- figuring

out what's being spent -- and that's why it is so galling to hear

reported as a criticism of PPSS the fact that CBO-GAO could not

relate some of our savings estimates to the Budget.

That Budget, and the accounting system underlying it, is a

joke -- a bad joke on the taxpayers, who deserve better.

The second action, covering it up, requires two steps:

First, you have to convince the media to focus on a symptom of the

problem, the deficit, instead of the underlying problem, the runaway
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growth of Government. That makes the second step very easy. Argue

that you solve the problem by raising taxes. Of course, once you

see the problem in this light, you realize that raising taxes merely

covers up the underlying-problem because everyone is focusing on the

deficit, and raising taxes masks the symptoms and allows the

Government to continue growing.

And that's why we have 2,478 recommendations -- because we

weren't going to ignore problems and we weren't going to let the

Government's preposterous accounting practices continue to make

those problems invisible.

Turning to the area of this Committee's immediate concern,

PPSS Task Forces developed recommendations which could save $37.1

billion over three years by optimizing the use of the private

sector, summarized as follows:

(Table Follows)
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Privatization
Three-Year Savings by Major Issue

Issue $ Billions

Privatization of Power Marketing
Administrations $19.837

Contracting Out of Commercial Activities 7.390

Privatization of Commissary Operations 2.447

Contracting Out of Selected Coast Guard
Services 1.574

Privatization of the National Space
Transportation System 1.523

Privatization of Federal Vehicle Fleet
Management 1.460

Contracting Out of VA Hospital and Nursing
Home Construction 1.342

Other Privatization/Contracting Out Issues 1.505

Total ILL=

Approximately 80%, or $29.8 billion, of the above savings

would require Congressional action. However, as I'll be discussing,

even those individual items which we believe to be within the

Administration's authority, e.g., commissary operations, are likely

to be influenced by Congressional action.

The details of the above recommendations will be discussed

tomorrow by the representatives of our Privatization Task Force.

However, in general, we found that when the Government and private

sector provided similar services, the Government's costs were higher

since there were no incentives to operate efficiently, for example:
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-- inefficient management tends to be rewarded with

higher appropriations and more staff;

-- Government businesses are insulated from competitive

pressures and thus need not address fundamental

changes; and

-- powerful constituencies exist within and outside the

Government that can and do effectively lobby to

prevent change.

Two specific examples of the above incentives for

inefficiency can be noted in VA hospitals and commissary operations.

-- Budget allocations are made to individual VA hospitals

on the basis of the number of patient-days each

hospital records during the year. This creates an

incentive to increase admissions and delay discharge

until there is another patient to fill the vacated

bed. Any hospital that fails to meet its target

patient-day work load loses a portion of its budget

appropriations -- a reverse incentive, the burden of

which must be borne by the taxpayer.

-- Once the Government decided to provide the military

with the benefit of less expensive food, it chose to

implement this service by establishing a complete
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retail grocery system. This duplication of private

sector services is inefficient because there are no

driving forces of marketplace competition. The

Government, by directly producing the commissary

service, creates a separate, uncompetitive market with

no pressure to control costs.

It is interesting to note that the commissary system

continues and, in fact, grows because vested interests voice their

opposition to privatization while the vast majority of taxpayers,

who are subsidizing the commissary system, remain silent.

For example, when PPSS recommended the elimination of

taxpayer subsidies to commissaries, the following appeared in the

August 15, 1983 issue of Exchange and Commissary News:

It's time for this market to wake up and stop waiting
for the House Armed Service Committee to constantly
stop everything negative from becoming law. Our
associations and key industry leaders must anticipate
rather than react to head off moves to contract out or
close the commissaries.

One strategy to maintain the status quo is the expansion of

the number of potential beneficiaries of the commissary system. The

more beneficiaries, the more pressure and votes that can be brought

to bear to resist change.

Following the announcement of PPSS findings, three pieces

of legislation were introduced, the effect of which would be to

expand the number of users of the commissaries:
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1. On June 13, 1983, an amendment was introduced to allow

the use of commissary stores by all those 
persons who

have left the military, are entitled to retired 
pay,

but have not yet reached retirement age..

2. On July 13, a proposal to open commissaries to 'former

spouses' of military personnel was introduced.

3. The FY 1984 Defense Department Appropriations 
bill

establishes a test program for the use of commissary

stores by military reservists. This program, if fully

implemented, could bring 950,000 new patrons 
to the

commissary system.

The military services build new commissaries 
from sales

proceeds without having to seek construction 
money from Congress.

No oversight has been exercised by Congress 
to prevent the emergence

of new commissaries in metropolitan areas or the duplication 
of

services. In the San Antonio (Texas) metropolitan area, 
for

instance, where five commissaries can 
be found, two are on Lackland

and Kelly Air Force Bases, which literally border one another.

Once new commissaries are constructed, 
the House Armed

Services Committee has routinely raised commissary 
appropriations to

provide these new stores with employees 
and inventories. The result

has been to make commissary expansion self-perpetuating. 
With at

least another 25 new commissary construction or renovation 
projects
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elready underway, long-term and even higher levels of taxpayer

support appear likely in the absence of corrective action.

The main problem is that the bureaucracy does not routinely
consider privatization as an option when program objectives are
debated, molded, and implemented -- there's no strategy and no
agency responsible for pursuing privatization opportunities.

Similar in effect to privatization is contracting out. The
Government performs an estimated 11,000 commercial activities, at a
cost of about $20 billion a year. One in every four Federal
employees, excluding Postal employees, is engaged in a commercial

activity.

Last year, OMB estimated that simply adhering to existing
policies on contracting out could save the Government $5 billion
annually after a five-year implementation period.

Again, a case of no one being in charge -- no one being
responsible for aggressive implementation of existing policies. In
fact, the deck is stacked against contracting out with cost
comparisons based on the Government's theoretical costs for its most
efficient in-house operation. Add to that the fact that agencies do
not recognize their full personnel costs -- most retirement costs
are reflected in the OPM budget rather than agency budgets -- and
private sector contractors must show a 10% cost advantage to those
understated, theoretical costs, and it is little wonder that limited
progress has been made on contracting out.
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In just one example, the provision of base support services

for the Vance Air Force Base at Enid, Oklahoma, DOD estimates 
a 22%

cost savings as a result of using a private sector contractor. And

service is better.

Using from 50% to 70% of the number of employees used at

comparable airbases staffed by Federal workers, the contractor 
has

maintained more aircraft on a mission-capable basis.

Still, aircraft maintenance is performed in-house at most

airbases, at a higher cost, and not as well.

Until the privatization and contracting out effort is

formalized with authority and responsibility established and

supported by both the Executive and Legislative Branches, 
billions

of taxpayers dollars will be needlessly expended each year.

As I noted earlier, you will hear more on the specifics of

our proposals from the members of our Privatization Task Force who

will be appearing tomorrow before this Committee.

I appreciate the time and attention this Committee has

given to the review of PPSS recommendations. The interest shown by

Congress gives us hope that the opportunities offered by PPSS 
will

be fully explored and implemented.
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Although PPss is a commission established by Presidential
Executive Order, 73 percent of its .recommendations require the
approval of Congress before they can be implemented. Congressional
support for PPSS cost control efforts is, therefore, critical if the
full savings impact is to be realized.

Over the course of the past several months, numerous
hearings and briefings have been held at which PPSS representatives
have discussed their findings and recommendations and responded to
questions from members of Congress and their staffs. I and my
associates have provided testimony to both the Senate and House
Budget Committees, the Senate Finance Committee, the Senate
Agriculture Committee, the Senate Committee on Environment and
Public Works, and other committees as well. These sessions have in
nearly all cases been marked by a willingness to give fair hearing
to the recommendations and to consider how Congress might be
involved in their implementation. Coming across clearly was a deep-
seated concern with the burgeoning costs of Government and a
consequent openness to initiatives that give promise of moderating
the problem.

Before concluding, I would like to mention the system
developed by the Executive Office of the President to review and
implement PPSS recommendations. Each agency will evaluate each
issue and recommendation, indicating whether the item can be
implemented as recommended or whether it, in the judgement of the
department, requires modification or has been identified for further
study before implementation.
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White House review groups have been established to 
consider

department/agency responses. Cabinet members and agency heads as

well as PPSS representatives have been invited to participate 
in all

review groups considering matters affecting their 
departments/

agencies.

It is the responsibility of each agency evaluating

individual issues and recommendations to present 
an implementation

plan and schedule to the White House Office. of Cabinet 
Affairs, so

that progress can be monitored.

Agencies already have accepted and are implementing 
many of

the PPSS recommendations. For example,

o A series of PPSS cash management improvement

recommendations are being carried out Government-wide, 
with

estimated savings of $4.7 billion by FY 1985.

o An aggressive Government-wide debt collection program 
which

has been under way for nearly two years was reinforced 
by

PPSS recommendations. Savings targets were established for

PY 1983 through PY 1988, with projected total collections

of over $20 billion.

o The Administration has initiated action to reduce the

number of employees in grades GS/GM 11-15 by 40,000, 
as

recommended by PPSS. Total estimated savings through FY

1988 are $1.4 billion.
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0 A reduction of over 1,400 employees in the Department of

Health and Human Services, as recommended by PPSS, is being

made, with an estimated $172 million savings over three

years.

I and my associates are ready to provide whatever

assistance we can to the Executive and Legislative branches to
further the understanding, acceptance and implementation of PPSS

recommendations.

Senator SYMMS. J.P., in the prepared statement of Mr. Grace,your associate, I think you are very correct in saying that the Gov-ernment and private business operate similar activities and thatthis qualifies businessmen to identify the problems of public provi-sion of goods and services. But history has shown that businessmenare not particularly good at suggesting solutions for eliminatingpublic sector waste, and I think the reason for that is quitesimple-because most businessmen believe the public bureaucratswill use private sector management techniques if told to do so, andmost businessmen believe that the public sector can imitate privateenterprise if only the right people were instructing the bureaucratsas to what techniques should be used. But this is not possible pre-cisely because the public sector is not privately owned. The publicsector-whether a bureau, an agency, a quasi-public authority, apublic enterprise, or an entire Socialist country-cannot perform atthe standards of a freely competitive enterprise.
The late Ludwig von Mises, the former leader of the AustrianSchool of Economics, said that this statement was theoretically cor-rect in his 1936 book "Socialism." We also know that this state-ment is true by observing history. Moreover, we know it's true byreviewing the findings of the Grace Commission. And my questionis, If business operation is so desirable, why take such a tortuousroute? Why not scrap government ownership and turn those publicfunctions over to private enterprise?
Mr. BOLDUC. I think I would strongly agree and encourage thatlast statement you've made. I'm of the position, Senator, that whenyou start-for example, there are 500,000 positions in Governmenttoday that perform functions and activities that are commercial innature, meaning that they are competing with the private sector. Igo back to the point I made earlier about strategy. I think it wouldbe a mistake to try to either focus on grazing lands or guaranteedloans in the Farmers Home Administration or commissaries andsay we are going to go after those.
I think the process needs to be thought through in terms of whatthe Congress wants to will on the executive branch to get done inthis connection, and it won't happen unless there is a framework
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and there is a structure and there is a constituency supporting
that. And whether it is the 500,000 jobs we are talking about in

those functions or activities, or whether it is commissaries, or

whether it is the keypunch operator, my personal view is that you

need to dissect the Government into component parts.
There is one part of the Government that deals with safety, de-

fense, and social service programs, and those provide a national

welfare and necessary services which may not always lend them-

selves to good business management practices. In subsidized loans,

there are certain things you can do with respect to cost per deliv-
ery of service.

But setting that aside, then you have a whole host of functions

and activities in the blue-collar side dealing with work performed
by carpenters, electricians, painters, custodians, guard services, et

cetera.
Moving away from that and focusing on white-collar workers,

you have personnel management, real estate management, plant,

facilities, payroll, billing, collection, payments-those are all func-

tions that can be performed by the private sector.
A strategy along those lines, the packing of units.
You mentioned one earlier about hiring of people. Certainly that

is a function that the private sector could perform, and you only

pay the private sector once they deliver a person to fill a job.
The other one you mentioned earlier dealing with attrition rates

in the Federal Government. There is roughly 10 percent turnover
in the Federal Government. You've got 2.8 million civilian workers.
That's 280,000 positions a year. If tomorrow morning they said we

are not going to fill any one of those vacant positions, you know

what would happen? Nothing. They wouldn't need to fill those posi-

tions and Government would go on.
Senator SYMMs. Sure.
Mr. BOLDUC. 280,000 positions fewer; probably 280,000 positions

that are performing commercial-related practices and functions.
Some of them unnecessarily.

Senator SYMMs. Some times the efforts, even though they are

well intended, are negative to production. For example, if you go to

Salmon, ID, the main Salmon River runs right by town. A few

miles below or just on the, low side of town the Lemhi River flows
into the Salmon. On down the river about 15 or 20 miles is a place

where Dump Creek runs into the Salmon River. This is public

domain.
I know what my grandfather would do and the old pioneers,

what they would have done. They had placer mined on Dump

Creek years ago. That's how it got its name. It put a big alluvial
fan into the Salmon River, creating kind of a dam in the river.
This is unnatural.

So we have got this unnatural dam now in the Salmon River. It

backs the river up, but it makes the water still for about 15 or 20

miles along the river. When the weather gets 25 below zero it

starts freezing the river. So it freezes over, backs the water back

up, floods the Lemhi and floods out the town. This last winter in

the senior citizens home they were rushing 80-year-old people out

doors, skidding them out on sleds and rafts and in freezing ice

water. Ice water ran 2-feet deep right through the living rooms of
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the homes in Salmon; terrible tragedy and trauma to those people.
The Federal Government's cost alone was $3 to $4 million.

I tried to get the Corps of Engineers to go down there and clear
that river out down there so that it will break that unnatural dam.
I know what people would have done 100 years ago. They would
have said the hell with it. They wouldn't put up with it. But now
we are so burdened with Government.

Up to this point we have been unable to make any headway to
safeguard the lives of Salmon residents because of Government
policy. There are 50 ducks that live up there now on a little place
of about 50 acres. I can't believe it. It is the craziest thing I have
ever heard of in my life.

I went clear up to the colonel and the general and everybody in
the corps. They all agree that that is what should be done, but they
can't do it because it's against the law.

Mr. BOLDUC. Change the law.
Senator SYMMS. Wll, I would like to, but you can't change the

law because all the environmentalists are out there saying you'll
wash all that sand down the river and disrupt something else fur-
ther down the river. But it's a classic example of the unaccountabil-
ity of the Government sector when no one is responsible. Common
sense could compensate for a big portion, and I think a lot of the
Grace Commission report is a good application of common sense.
There are a lot of Government services that could be performed a
lot cheaper, more efficiently. But to a large degree I do not believe
we can ever make the Government efficient without privatization.

Goldwater said in 1984, "I didn't come here to make Government
efficient. I came here to abolish it." He didn't win the election, but
he was correct in his assessment of what was happening in Wash-
ington.

We've asked an awful lot of you, the Congress has, and I hope
some good comes of it. I notice on exhibit No. 1 of the Grace Com-
mission's report on privatization you make approximately 100 pri-
vatization recommendations that you haven't been able to cover
today, but were covered in the 47 task force reports. I think it
would be very helpful if we could somehow gather those sugges-
tions, if you could assist us in doing that, and if your staff could
work with Steve Hanke, our senior adviser here on the JEC Com-
mittee, so we could put those 100 things together.

What I would like to do when we get through with this hearing
on privatization is have a concise, condensed report that shows
many suggestions detailing when, how, and where some of these
functions could be performed privately.

Do you think it would be possible to do this?
Mr. BOLDUC. I don't think that's a problem at all. I would, howev-

er, strongly urge you to recognize the importance of the position
that Congress can play in mandating certain initiatives to be un-
dertaken by the executive branch of Government. It is not going to
happen on the executive branch of Government without direction
and without prodding, because the incentives are all on the down
side. Therefore, if it is going to happen, it is going to happen with
some legislative mandates. It may give them a menu and say here
is how much we want to achieve in the way of a bottom line; it
may be to focus specifically on hard data which is not now avail-
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able; it may be on them to come back to the Senate with their
strategy as to how to make it happen. But, Senator, today there is
nobody in Government concerned about or responsible for contract-
ing out or privatizing functions that ought to be in the private
sector.

Senator SYMMS. Consider, for example, debt collections. I can't
see any political down side to turning Federal debt collections over
to private debt collectors.

Mr. BOLDUC. I think there is a political down side to the extent
that a constituent who has been able to bluff off the Government
for 10 years without paying and now is forced to pay is going to let
you know about it. There are $32 billion of delinquent loans out
there, and the average follow-up annually is 3 calls as opposed to
24 to 36 in the private sector. Certainly a private agency will
charge you to do some of those follow-ups, and will charge on a per-
centage basis of what they collect. But the Government will be col-
lecting money.

Senator SYMMS. Well, 50 percent of something is better than
nothing.

Mr. BOLDUC. That is exactly the point. That, by the way, has
been used quite successfully at the Department of Education on the
Student Loan Program.

Senator SYMMS. Well, I have raised a lot of ruckus-I hope it has
had some benefit-on that very question. I've always made the ar-
gument that if you just get the word out on the street that the
debts will be collected, pretty soon people will pay it. One of the
reasons some people do not pay back their education loans is they
do not think anybody will ever collect it.

Mr. BOLDUC. There are several things that can be done in that
area. The possibility of contracting out or privatizing debt collec-
tion is one. Another one which we have proposed, which is now
being introduced in both the House and the Senate side, is to offset
against any individual income tax refund the amount that is due
under a delinquent loan which he or she has refused to pay. It's
only good business practice. There is $32 billion out there.

Paul Volcker said that if you can take $50 billion out of the defi-
cit you can reduce the prime rate by 1'/2 to 2 points. You know, if
you could recover $15 to $18 billion of that $32 billion that is delin-
quent, you could possibly have an impact of 1 percentage point on
the prime rate. And it's there. Nobody is going after it in an ag-
gressive way.

Senator SYMMS. Thank you very much.
We will stand in recess until 10 a.m. tomorrow morning.
[Whereupon, at 4:20 p.m., the subcommittee recessed, to recon-

vene at 10 a.m., Wednesday, May 2, 1984.]
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The subcommittee met, pursuant to recess, at 10:05 a.m., in room
SD-562, Dirksen Senate Office Building, Hon. Steven D. Symms
(chairman of the subcommittee) presiding.

Present: Senator Symms.
Also present: Steve H. Hanke and Edward Abrahams, professional

staff members.

OPENING STATEMENT OF SENATOR SYMMS, CHAIRMAN
Senator SYMMS. The Subcommittee on Monetary and Fiscal

Policy of the Joint Economic Committee will resume its second in a
series of hearings on privatization of the Federal Government this
morning.

These hearings, in my opinion, are important because they di-
rectly address a proven method of dealing with problems of eradi-
cating public sector waste. As I mentioned yesterday, I do not be-
lieve that the wasteful practices that accompany the public provi-
sion of goods and services can be corrected by instructing civil serv-
ants to mimic their private sector counterparts. This approach has
failed and will fail in the future because public ownership creates
incentives that are quite different than those created by private
ownership.

If we want to correct the problems that plague our overburdened
public sector, we must address the real source of these problems
and begin to privatize those public sector activities that can be pro-
vided with fewer resources by private enterprise.

Yesterday, Mr. Peter Grace, Chairman of the President's Private
Sector Survey on Cost Control, and J.P. Bolduc, Chief Operating
Officer of the President's Private Sector Survey on Cost Control,
presented an overview of the findings and recommendations con-
tained in the Grace Commission's report. Today, we will hear more
detailed analyses from three gentlemen who were directly involved
in the preparation of the Grace Commission's report on privatiza-
tion: Keith S. Kendrick, assistant to the president of Chemed Corp.;
Eben W. Pyne, retired senior vice president of Citibank; and Mr.
David L. Yunich, retired vice chairman of R.H. Macy & Co., Inc.

Mr. Kendrick, did you want to testify first?
(63)
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Mr. KENDRICK. I would like to suggest, if it's all right with you,
Mr. Chairman, that we begin with Mr. Pyne for an opening state-
ment and I will take us through the specifics of the numbers, and
then we'll have a concluding wrap-up presentation by Mr. Yunich,
if that's all right.

Senator SYMMS. That will be fine, and I appreciate that. Then we
will proceed with a series of questions for the three of you as a
panel.

Mr. KENDRICK. Very good.
Senator SYMMS. Go right ahead, Mr. Pyne. We welcome your tes-

timony. We appreciated having you here yesterday, so you're very
much up to speed on what we're trying to get at here. I think it
might be worth mentioning that for those of us in the political
arena, it's difficult for anyone in politics to fly much higher than
their constituency. One of the things that happens as Government
grows is that special interest groups form around these Govern-
ment functions. We have to develop a coalition of people dedicated
to the private sector if we will ever be successful. We need this coa-
lition so Members of Congress and leaders in the political arena
will eventually hear from groups interested in conducting these
services that can replace the Government activities. And I hope
that we can get to that in your testimony and later in the actual
question-and-answer- period.

Please go right ahead, Mr. Pyne.

STATEMENT OF EBEN W. PYNE, RETIRED SENIOR VICE
PRESIDENT, CITIBANK

Mr. PYNE. Mr. Chairman, thank you for this opportunity to
present this committee with the findings and recommendations of
the Privatization Task Force of the President's Private Sector
Survey on Cost Control. On many recent occasions I believe our
analyses and recommendations have been misunderstood and im-
properly reported, so I am particularly pleased to have this session
to discuss them in as much detail as time will allow.

My name is Eben W. Pyne, retired senior vice president, Citi-
bank. In addition to private sector experience, I have served on the
boards of several nonprofit hospitals and the Metropolitan Transit
Authority. With me is Mr. David L. Yunich, retired vice chairman
of R.H. Macy & Co., Inc. Mr. Yunich and I served as two of the
Privatization Task Force's six cochairmen. Additionally, Mr. Keith
S. Kendrick, assistant to the president, Chemed Corp., is here. Mr.
Kendrick was active in the day-to-day operations of the task force.
He is accompanied by Ms. Majorie T.J. Wong and Mr. Tracy Finn,
both of Chemed Corp., and Kathy Barrne.

Mr. Yunich and I served as cochairmen of the Privatization Task
Force, along with Mr. Paul F. Hellmuth, retired managing partner,
Hale & Dorr, attorneys at law; Mr. Bruce J. Heim, vice president,
F. Eberstadt & Co., Inc.; Mr. Edward L. Hutton, president and chief
executive officer, Chemed Corp.; and Mr. Paul E. Manheim, adviso-
ry director, Lehman Bros. Kuhn Loeb, Inc. These four gentlemen
are unable to attend today due to longstanding, prior commit-
ments, but they are most aware of these proceedings and have re-
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quested that I express their appreciation for your thoughtful
review of our proposals.

This morning I would like to explain briefly the organization of
our effort, the general concept of privatization, and the need for a
formalized structure and process to facilitate privatization on an
ongoing basis. Mr. Kendrick will follow with a presentation of spe-
cific areas for privatization and Mr. Yunich will summarize the
benefits of privatization. If this format is acceptable, Mr. Chair-
man,-we would like to answer any questions you may have follow-
ing Mr. Yunich's comments.

ORGANIZATION OF THE TASK FORCE

Our task force had a different origin than most. First, from the
initial reviews of the original 35 PPSS task forces, it became evi-
dent that there were many products and services that did not need
to be produced by the Government; therefore, our task force was
created later in the review to study this area.

Additionally, as you may have noted in the introductions, four of
our six cochairmen are retired; therefore, we did not have personal
staffs to call upon to analyze these issues. Consequently, we had to
undertake major fundraising and recruiting. In the end, we recruit-
ed 26 people from more than a dozen organizations who devoted 40
person months or more than 3 man-years to the study. If we had
had more time, money, and people, we would have recommended
additional areas for privatization. I know that I speak for all the
cochairmen when I say that I wish we could have done even more.

At this time I would like to discuss the concept and implementa-
tion of privatization.

PRIVATIZATION-THE CONCEPT

Privatization, at the Federal level, means to turn over an activi-
ty, or part of an activity, currently performed by the Federal Gov-
ernment to a private sector entity. It is an option for implementing
Government programs and policies, allowing the Government to
provide services without producing them as shown in the following
diagram.

[Diagram 1 referred to follows:]
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Diagram 1

CONCEPTUAL FRAMEWORK FOR THE ROLE OF
PRIVATIZATION IN THE FEDERAL GOVERNMENT
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Mr. PYNE. As shown in this figure, privatization options range
from contracting out on the one hand to complete divestiture on
the other. Privatization does not lead to an abdication of Govern-
ment responsibilities, but offers a more cost effective and efficient
way for the Government to deploy its limited resources.

Local governments have found privatization to be successful as
an alternative means for delivering services, while controlling cost.
A 1982 survey of 1,780 cities and counties conducted by the Inter-
national City Managers Association shows that 41 percent used pri-
vate sector contracting for commercial solid waste collection, 34
percent for residential solid waste collection, 30 percent for tree
trimming and planting, 78 percent for vehicle towing and storage,
and 20 percent for motor vehicle fleet management. Local govern-
ments tend to experiment with alternative delivery approaches
when the pressure from taxpayers to maintain or expand services
combines with rising international production costs, squeezing al-
ready limited financial resources. Privatization examples abound.

Dozens of communities have contracted with private firms to op-
erate municipal hospitals. Butte, MT for instance, estimates annual
savings of $600,000.

Newark, NJ, is saving $200,000 per year by contracting out the
collection of one-third of the city's refuse.

Scottsdale, AZ, contracts out all of its fire protection services for
a $2 million annual savings.

Orange County, CA, has a private firm run its computer center
at a $1.6 million annual savings.

In studying these success stories and analyzing possible Federal
privatization areas, we discovered four common themes.

First, the service was initially produced by the Government be-
cause there was no other significant producer in the marketplace.
Since that time, conditions have changed, yet there has been little
incentive to develop a new production strategy as a response to a
new environment. For example, when multipurpose dams were
first built, the original projects were in rural or less-developed
parts of the country that did not have investor-owned utilities to
provide electricity. Military commissaries were established in the
1860's when the typical army post was a frontier post, miles from
the nearest city.

The second theme is each service has become operationally ineffi-
cient.

Third, the Government has attracted many dedicated, competent
people to run its operations, yet these managers are handicapped
by a lack of sufficient authority to manage.

Finally, as Government has become increasingly complex, the
businesses we recommend for privatization are not an integral por-
tion of the parent organization, but instead are appendages, of less
importance to the main function, receiving less than optimum at-
tention and investment.

The Privatization Task Force recommends eight areas for privat-
ization as shown in the following chart.

[Chart 1 referred to follows:]
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Privatization

Chart 1 I

Task Force Recommendations
($ Millions)

(1)

Recommendation Area

(1) Power Marketing
Administration

(2) National Space
Transportation System

(3) VA Hospitals/
Nursing Homes

(4) Commissary Stores

(5) Metropolitan
Washington Airports

(6) Motor Vehicles

(7)

(8)

Coast Guard Services

ADP-Social Security

(2)

Department or
Agency

Department of
Energy

NASA

Veterans
Administration

Department of
Defense

Department of
Transportation

Various Departments

Department of
Transportation

Social Security
Administration

(3)

Three-Year
Cost Savings(S)/

Revenue(R)

$ 3,535.0 (S)
16,301.5 (R)

1,522.6 (S)

1,436.5 (S)

2,064.0 (S)
383.2 (R)

113.0 (s)
341.5 (R)

200.0 (R)
1,260.4 (S)

1,259.4 (s)

Not Quantified

$28,4]7.1
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Mr. PYNE. The first area we recommend is the power marketing
administration with a cost savings of $19.8 billion. I might say that
along with experience with that light company, I had firsthand ex-
perience in just how hard it is to keep electric lights down. I'm par-
ticularly concerned, Mr. Chairman, that our recommendations in
this area of PMA's may be beat even before it's debated. I have
been reading in the popular press about a deal that's been struck
by the Department of Energy and the States of California, Nevada,
and Utah, to guarantee those States, we will subsidize those States
until the year 2017. I do not believe we can afford to simply strike
a deal that involves billions of dollars when the national debt is
growing by the minute.

The second area we recommend for privatization is the National
Space Transportation System, with a savings of about $1.5 billion.
VA hospitals and nursing homes, savings, $1.4 billion. Commissary
stores, savings, $2.4 billion. I'd like to say that this must be PPSS's
most misunderstood recommendation. This is not an antimilitary
recommendation. In World War II, I volunteered to serve in the
Army for 5 years and fought in the major campaigns in Italy.

Another recommendation, metropolitan Washington airports,
total savings, $554 million. Motor vehicles next, $1.4 billion. Coast
Guard services, $1.2 billion. And finally, ADP-Social Security,
which has not been quantified. This brings up a total of $28.417 bil-
lion.

Mr. Kendrick will be discussing the details of these recommenda-
tions and savings later.

As you can see, privatization opportunities are not limited to one
management area or department. In addition to the eight areas
just discussed, the task force and the PPSS report to the President
note 73 additional PPSS issue and recommendation areas with sav-
ings and revenue potential of $8.7 billion over 3 years. These addi-
tional areas include automated data processing, construction activi-
ties, Government loans and insurance, and credit bureaus and col-
lection agencies. The total PPSS combined privatization and con-
tracting out cost savings and revenue is $37.1 billion.

More important than action on these individual savings areas is
a need for a structure, process, and strategy to facilitate an ongo-
ing privatization program. To meet this need, we recommend (1)
the establishment of a Privatization Office in the proposed Office of
Federal Management within the Executive Office of the President,
coupled with (2) an administrative and coordinating function in
each department and agency.

This Privatization Office would be responsible for:
Pursuing the eight key recommendations of the Privatization

Task Force, plus the additional 73 privatization opportunities previ-
ously identified; searching out and analyzing additional Govern-
ment-produced products and services for privatization; aggressively
pursuing privatization implementation options as new policies and
programs are developed by asking-"Is it necessary to produce in-
ternally this new product or service?"; championing the privatiza-
tion concept to Washington decisionmakers; and inviting, receiving,
evaluating, and monitoring privatization proposals from interested
private sector firms. Today, if a bright entrepreneur has a good
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idea, there is no one designated in the Federal Government to
present it to.

This department must be creative, dynamic, innovative, and re-
warded for challenging the status quo. And, most importantly, it
needs congressioal support. In other words, the administration
should seek, after Congress enacts law, that Government's long-
standing policy of relying on the private sector for commercial
services.

If anyone needs proof that we need a Privatization Office in
OPM one needs only to review the track record of OMB circular A-
76-the document which states: "The Government's business is not
to be in business * * *. The policy of the U.S. Government is to
rely on the private sector * * * to provide commercial goods and
services." That document and its predecessors have existed since
1955, yet only a small portion of its potential has been realized.

CONCLUSION

In conclusion, to summarize, privatization is not a theory. It is
providing in practice to be an effective cost control weapon in cities
and towns across America. It is also enjoying popular support in
Great Britain-British aerospace and cable and wireless have just
converted back to the private sector-and Italy, where companies
which were once private and were turned over to the Government
are now being returned to the private sector.

Privatization increases the Government's efficiency by better uti-
lizing scarce resources; enabling the Government to fulfill its re-
sponsibilities at a cost savings; putting the private sector to work
for the American taxpayer; and encouraging real public ownership,
that is, ownership by people, so that resources provide a tax base
rather than a tax drain.

The opportunities for privatization at the Federal Government
level are limited only by our commitment and creativity.

Once again, Mr. Chairman, thank you for this opportunity to
participate in these hearings. As I noted earlier, my fellow cochair-
men and I have been involved in PPSS for nearly 2 years and we
do not intend to stop at just issuing a report. We are prepared to
provide assistance in any way desired to further the understanding
and implementation of every one of our recommendations.

Unless you wish to proceed differently, Mr. Chairman, Mr. Ken-
drick is prepared to present our recommendations in greater detail,
followed by a short statement from Mr. Yunich.

Senator SYMMs. That would suit the chairman fine. I just want
to thank you for a very excellent presentation. I wish all 100 Sena-
tors could have heard that presentation, Mr. Pyne, it was very ex-
cellent and I look forward to hearing from you now, Mr. Kendrick.
Please go right ahead.

STATEMENT OF KEITH S. KENDRICK, ASSISTANT TO THE
PRESIDENT, CHEMED CORP., CINCINNATI, OH

Mr. KENDRICK. Thank you, Mr. Chairman.
The slides that we are going to use this morning-we do have a

chart packet available, Mr. Chairman, and I think Ms. Marjorie
Wong and Ms. Tracy Finn would be happy to hand those out to
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members of the audience and to members of your staff in case any-
body cannot see the projection screen very well this morning.

Senator SYMMs. OK.
Mr. KENDRICK. Once again, thank you very much for the invita-

tion to allow us to be here this morning to make the presentation.
My boss, Edward L. Hutton, served as a cochairman of the privat-
ization task force and he is meeting with our board of directors this
morning in a longstanding, previously arranged meeting.

The chart package has now been distributed and I'd like to run
through each area that Mr. Pyne addressed. Specifically, I'll take
the first four in a little more detail than the last four-power mar-
keting administrations, motor vehicle fleet management, VA hospi-
tals, and military commissary stores. I'd like to look at those in a
little more detail than the last four.

I'd like to look at them in three stages-the specific recommen-
dations, the analysis that led to those recommendations, and specif-
ic benefits that could be gained by implementing them.

Power marketing administration [PMA's], of which there are
five, were established, as I'm sure you know, for the purpose of
marketing hydropower for Federal multipurpose dams with the ex-
ception of those under the authority of the TVA. They are to sell
that energy at wholesale prices consistent with sound business
principles.

We have specifically recommended that the Federal Government
should immediately begin to disengage from this commercial activi-
ty, that a Presidential advisory committee should be created to
lead this divestiture process, and finally, during this period of dis-
engagement, a user fee system should be established to be paid by
electric power consumers. This is consistent with the recommenda-
tions of the Department of Energy Task Force of the President's
Private Sector Survey.

The analysis that led us to those recommendations include sever-
al points. First, PMA's are not operated in a manner which is con-
sistent with sound business principles. For example, not a single
one of their financial statements which have been prepared now
for about a dozen years, has ever received an unqualified statement
from a private accounting firm. That's on its way to chapter XI on
the private sector basis. One of the reasons that they fail to receive
an unqualified statement is that they simply do not amortize the
Federal investment. They work on pricing schedules that simply
claim that in the 50th year they will pay back the specific invest-
ment and every year they push that 50th year further out.

PMA's have incurred a deficit of between $500 million and $1 bil-
lion each of the last 5 years. Although that pricing study is sup-
posed to be calculated to cover all costs, they have actually run this
deficit for the last 5 years.

Finally, there are alternatives; partnership arrangements, be-
tween the Federal Government, local governments, and private in-
dustry exist in a number of areas in the country.

The specific benefits that would be gained from the recommenda-
tions include the elimination of operating deficits, sound pricing to
promote conservation, future expansion to be locally funded, local
utilities and consumers can determine local market needs, and 3-
year savings which total $19.8 billion.
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We developed those cost savings numbers for four or five catego-
ries. First, we're making an assumption of the selling of assets at
their current value of $25 billion over 5 years. Due to the way the
PPSS counts dollars, we've just taken the first three-fifths, $5 bil-
lion a year, as income, plus reduction in annual investment, reduc-
tion of interest costs, and user fees on hydropower for a total sav-
ings of $19.8 billion over a 3-year period.

Something a little less exciting than falling water and dams is
the automobile, and the Federal Government owns over 436,000
automobiles and we believe that's just a few too many. Specifically,
we have recommended reduction in the size of the Federal vehicle
fleet by 100,000 units, to bring the Federal fleet utilization closer to
private sector standards. We wish to develop a fleet management
information system [MIS] and we recommend that we improve uti-
lization of the remaining fleet-336,000 automobiles.

The analysis that led us to that position is quite simple. The Gov-
ernment lacks accurate information on fleet costs. One of the areas
that leads to that position, quite frankly, is they don't include the
cost of capital. All the funds the Government has invested in those
cars are not recognized. Those costs are real costs and the private
sector does in fact have to recognize them. This is really a part of
that information gap that you were discussing with Mr. Grace yes-
terday and it's quite a serious area in trying to do financial analy-
ses to see how well you're doing.

The Government lacks accurate information on fleet utilization,
really a second shot at the information gap. The way I like to think
of it is, "When is a car not a car?" Answer: When it goes to the
garage for the day to be repaired, the Federal Government drops
the car out of the fleet count for the day and therefore they declare
that it's no expense to the Government and not available. So you
lower the denominator and it increases your utilization calculation
for the day. It's just magical, misleading accounting.

The USDA has begun to close this information gap by imple-
menting a fleet management information system, the improved
MIS, as we've recommended.

Finally, privately owned vehicles are a very easy way to begin
this privatization process. The privately owned vehicles cost the
Government 20 cents a mile to operate versus 36 cents a mile for a
Government-owned vehicle, using the Government numbers. We
believe the cost actually is higher.

Quite frankly, the benefits of privatization are simple. We would
have better fleet management, better fleet utilization, cost-effective
fleet operation, and 3-year savings just by privatizing part of our
fleet of $1.5 billion in the first 3 years of full implementation.

We developed those numbers quite simply by selling 100,000 cars
conservatively at $2,000 a car. Interest savings, reduction of fleet
operating costs, and finally, general management improvements
through better MIS, POV's and private sector rental units. If we
add back the cost of the MIS system, savings total $1.5 billion.

Senator SYMMS. Have you heard from any of the auto leasing
companies?

Mr. KENDRICK. We did interview several, and they believe that in
fact, yes, they could sign contracts to have vehicles available just as
they negotiate rates with private sector companies. My corporation



73

has a discount with several companies because we utilize their cars
at a certain level a year. The Federal Government, in general,
doesn't negotiate that type of contract and, yes, there is an interest
in the private sector to provide that service.

Senator SYMMS. That would be very helpful if they would let it
be known that they could provide that service at a lower cost for
the Government. Then there would be a basis for a coalition to po-
litically support such a service.

Mr. YUNICH. I'm sure that can be done, Senator. Mr. David Ma-
honey, who until recent months was the head of Avis, at the point
in time when we were doing this study, indicated that there was no
question but that he and other large fleet operators could do the
Government a great service by leasing to them at a considerable
cost benefit.

Senator SYMMS. Why did you not recommend privatizing the
entire fleet? Is there some practical reason. why they need some
cars available?

Mr. KENDRICK. Sure. For example, many corporations do own a
car for the chief executive office, for example, because they use it
throughout the day for running him or her to and from meetings
and they use it on a daily basis, every single day, with a lot of
miles per day. Then it's economical for them to own it. But if you
run that car 2 miles a day or 3 miles a day on average, it's not
economically to own it. The entire Federal fleet averages only 9,000
miles a year versus 25,000 miles a year in the private sector.

The data that's available due to this information gap problem is
so thin that it's very hard to crunch down and decide exactly
where the magic line is at this time. That's why we're recommend-
ing improving MIS. In fact, we believe that our 100,000 is conserva-
tive by one-half. We believe we could cut another 100,000 out and
still not affect the utilization.

Senator SYMMS. What you would like to do is to cut 100,000 cars
out of the fleet to start with?

Mr. KENDRICK. And improve the MIS.
Senator SYMMS. Improve the MIS, and then if it works out well,

cut another 100,000.
Mr. KENDRICK. That's right.
Senator SYMMS. And then, if it continues to work, you cut it

down until you find out it's getting less efficient and then you buy
some back.

Mr. KENDRICK. That's correct.
Senator SYMMS. It's the same principle that you have if you take

over a company. You reduce personnel, until you reach the essen-
tial limits.

Mr. KENDRICK. Well, we hope that our analysis is better going in.
We hope that we find the key person before we fire him.

Senator SYMMS. Once you finally get it bracketed, when you
know you've overshot the mark, then you pull back a little bit.

Mr. KENDRICK. It's a standard business principle that it's often
possible, if you're clever enough, to figure out and analyze what
something is actually costing you, to find somebody to do it better
for you. That's fundamentally what it is.

As an example, the city of Dallas just recently considered a new
way of running their gasoline supply to their automobiles at night.
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Their new business director who has been #here a couple of years
realized they did not know what the cost of running the private
gasoline stations around town by each hour of the day. So when he
did that cost study, he found that his actual cost to pump gas to
police cars and fire equipment between midnight and 8 a.m. was
twice as expensive as it was during the daytime. So he simply went
to 7-11, a major convenience chain, which is open 24 hours a day,
which has gasoline stations and they have a central billing form
which is a fraction of what they are paying now. So he's kept his
gasoline stations open during the day but he closes off at midnight
for 8 hours and if a policeman needs to fill his car with gas, he
pulls into 7-11 and 7-11 bills the city, and they're saving about 50
cents a gallon during those hours. They found they were running
up to $1.60 a gallon between midnight and 8 a.m. when it is fully
costed. So it's how you look at it and when you crunch the number
and how clever you are at figuring out what it is, and that's what
we're talking about. /

If you would like to move ahead, to the Veterans' Administration
[VA] Hospitals. When the Veterans' Administration moved into the
hospital building business and setting up hospitals, they really
didn't have a choice. This goes back to the first theme of privatiza-
tion which Mr. Pyne addressed a moment ago. There were so many
veterans in need of medical care following the world wars that the
private hospital simply couldn't handle that influx of patients. So
the VA had to build the facilities.

But in 1984, this situation is really quite different. We've recom-
mended that the VA should phase out construction of hospitals and
future construction could be handled by private sector hospital
companies, of which now there are quite a few in this country.

Second, the VA should not construct additional nursing homes.
And they are under legislative directive to build 5,000 additional
homes over the next 5 years. Those additional people are not being
taken care of in contracted nursing homes in the private sector for
$44 a day, and when the Government runs it, it's $109 a day, and
the VA has been instructed by the Congress to build more of those
$109 a day rooms. We think that should stop.

The VA should test market the recommendations by taking
three hospitals, giving a phase-in period, and see what happens. We
think you will find great savings.

Subject VA facilities to a certificate of needs process that goes on
in every other hospital in the United States.

The analysis that leads to those recommendations: VA hospital
construction costs run anywhere from 30 percent to 69 percent
higher than comparable private sector facilities.

Second, contributing to this cost is the VA Construction Office
staff, which totals 800 people. One private sector hospital firm
which built the same dollar amount of facilities over the last 5
years runs that same function with 50 people.

Third, the VA costs per episode of acute inpatient care is 70 per-
cent and 48 percent higher than comparable private sector medical
and surgical care. VA medical supply inventory levels run about 45
to 60 days, and that is up to 50 percent longer-25 to 50 percent
higher than average private sector levels. VA purchases 42 percent
of its supplies at the local level versus the private sector standard
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of 75 percent to 85 percent of their supplies through national con-
tracts. The private sector estimates that those national contracts
save them 20 percent.

And the VA, once again, has an information gap in their plan-
ning system which I will speak about in just a moment.

Specifically, benefits of privatization-and this is one of those
fundamental things-is that we have higher quality of medical
care for our veterans such as construction improvements. For less
money we could get the needed hospitals in place and we could get
them faster. Those 800 people in the construction office contribute
to the fact that it takes the VA 7 years to build a hospital from the
planning to opening the doors. The private sector is now doing that
in 2 years.

Operating efficiencies-we can improve information levels. Plan-
ning advancements to be sure we have the right facilities at the
right place when they are needed. Government would avoid over-
building and overpaying for the facilities and we would generate,
conservatively, $1.3 billion in cost savings.

Let me make that point on construction improvements. The VA
facilities are becoming so obsolete now, even the VA estimates they
need $33 billion over the next 4 or 5 years to bring their facilities
up to snuff. This year, they are only going to get $1 billion in the
budget for construction. So you see that the money just isn't there
for them to keep up to standard.

We have broken out these dollars by recommendations-privatiz-
ing private beds, privatizing contructing and operating nursing
home beds, private sector contract management of the hospital fa-
cilities, and the sharing of facilities and equipment and the certifi-
cate of need process, of $1.4 billion over the 3 years of full imple-
mentation.

Military commissaries, an issue you and Mr. Grace went around
on quite a bit yesterday. The military commissary system was es-
tablished as early as the 1820's. It was intended for the purpose of
providing grocery products to servicemen who were in remote loca-
tions. There were not too many supermarket stores west of the
Mississippi in the 1820's. That's a little different today.

We think the Secretary of Defense should require immediate
comprehensive Bureau of Labor statistics market basket surveys of
all commissary stores and that the commissary stores should be
privatized via a competitive bidding process using this background
from the survey results.

The analysis that led us to those conclusions include: The com-
missary system is a highly fragmented, decentralized, and has du-
plicative management. Yesterday, you referred to the fact that
they operated the eighth largest grocery system in the country.
That's correct on a bottom line number, but in fact they are run-
ning four separate grocery systems which are obviously all much
smaller. So we're not running one big efficient grocery system;
we're running four smaller systems, all with their own CED's.

Senator SYMMS. That's because of the four services you mean?
Mr. KENDRICK. That's correct, yes. For example, the Army and

the Air Force years ago consolidated their exchanges and we
haven't even begun that process of consolidating the management
system of the commissary system.
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Senator SYMMS. Do they cost out their personnel? Is that part of
the cost of operating a commissary?

Mr. KENDRICK. The main portion of the appropriations this year,
which will be about $597.2 million,' is personnel costs and the
rental of facilities. The rest of the items-utilities and other items
such as that-are supposed to come from the 5-percent surcharge
charged on the grocery products. So most of the cost paid by the
taxpayers are the labor in the commissary stores.

Senator SYMMS. In other words, if the commissary has a little
residue money, then they build a new commissary with that
money, not appropriated by Congress?

Mr. KENDRICK. That's correct.
Senator SYMMs. But the wages and salaries of the people who

run the commissary are paid by the taxpayer?
Mr. KENDRICK. Right. In fact, they use excess surcharge funds for

remodeling their facilities as they can so they are planning. But if
they build a new store, then the procedure that's been used by Con-
gress is: If you open a new store we will guarantee the employees
for the store, so we up the appropriation and put more employees
in the store. Congress does not review the location of those new
construction sites on a regular basis because they are supposedly
built with the surcharge money. Of course, they couldn't get the
surcharge money if the taxpayers didn't pay the employees to open
the doors and put the groceries on the shelves.

Senator SYMMs. Do you know of any commissaries that are being
built that are not on military bases; built just for retired military
personnel?

Mr. KENDRICK. I have not personally visited any facility in that
classification, but in hearings before the House Armed Services
Committee on March 27, there was an extended discussion of the
El Segundo commissary which I believe is just outside San Diego,
CA.

Senator SYMMS. No; it's in Los Angeles, I believe.
Mr. KENDRICK. OK.
Senator SYMMs. I believe that's right.
Mr. KENDRICK. We can certainly check that for the record.2
Senator SYMMS. I think that commissary is primarily for retired

people. There are no active duty military people on this facility. I
believe that's right because I was out there at that time. I believe
it is El Segundo.

Mr. KENDRICK. That was the one that was discussed. I know that.
I was at the hearing.

Senator SYMMS. I was in that area and I paid a visit to several
grocery store operators. They claimed the Pentagon had built a
new grocery store. And that's the first time that anybody from the
private sector has ever started to form any kind of an interest
group that might be in favor of trying to win business in my 12
years in the Congress. Nobody has ever talked about it from the
retail point of view.

Mr. KENDRICK. I think the fact is that there is an extreme
amount of private sector interest. The California Grocery Associa-

'The citation was incorrect by 3%.
2 El Segundo is in Los Angeles, CA.
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tion has been very vocal in wanting this matter cleared up, for one
of the major reasons, that there are quite a few commissary stores
in California and they are very concerned about El Segundo. The
particular hearing I referred to, the president of the California
Grocery Association was testifying and he brought up El Segundo
and before the hearing was over it was fairly clear that it was not
really an active military base designed for the commissary to serve
active military personnel. It's really to service people living there,
primarily retired people.

Their own studies show that roughly 60 percent of the commis-
sary shoppers nationwide in 1982 were retired personnel. So it's
really not helping the active duty enlisted man as a primary pur-
pose. The majority of shoppers are actually retired people.

Let's go on with the analysis if we could for a moment.
Although they were intended for remote locations, 82 percent, ac-

cording to the GAO, are within 10 miles of at least two supermar-
kets. Sixty-two percent in the 1981 triennial survey were justified
solely because private sector prices were declared to be unreason-
able.

The triennial survey savings are simply overstated. Commissary
stores are not really comparable to supermarket stores. You can
look at the hours of operation, the number of product lines in those
stores. You can look at the price savings, it's more comparable to
the prices available in the warehouse food industry. Commissary
stores have simply not kept up with private sector standards.

One example, electronic scanning. I don't know if the supermar-
ket you shop in has scanning yet, but quite a few do. It's a little
scanning grid and you run it across an electronic eye; 95 percent of
all warehouse food stores in America use electronic scanning. In
the Army, out of 179 stores, they have it in 4. So they are just not
keeping up. It's very difficult with a 5-percent surcharge. This
system has its problems and we can improve it, we believe, by pri-
vatization.

Let's look at the specific benefits. We could maintain savings to
consumers, offer greater product selection, extend the store hours.
This isn't a minor issue. Commissary stores, on average, are open
only 42 hours a week. Well, if you are a young person who is mar-
ried and both members of the household work, a dual career
couple, and you're working 40 or 42 hours a week, it's kind of hard
to get to this benefit the taxpayer's funds provide for you. The av-
erage supermarket is open over 120 hours a week, a multiple of
three. That's a real issue on how well this benefit is provided.

Finally, the private sector financing of inventories and store im-
provements simplify management requirements. We wouldn't have
to have Congress reviewing it, as we did in the House Armed Serv-
ices Committee. The specific question was to check into the glazed
chicken "Lean Cuisine" 3 getting to a certain store. Well, we could
worry about that problem with the private sector experts.

And the 3-year savings total $2.4 billion. We base that on elimi-
nating the appropriations,. possible rental income from private
sector stores, the revenue acceleration based on selling off present

I Lean Cuisine is a trademark of Stouffers Foods.

38-507 0 - 85 - 6
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inventories, and interest reduction. A total of $2.4 billion savings
over the first 3 years of implementation.

I think the next portion I'll move quickly through so we can get
as quickly to the questions and answers as possible. Let's look at
the National Space Transportation System [NSTS], which is com-
posed of the space shuttle and the expendable launch vehicles
[ELV's].

We recommend that the President and Congress develop and
enact legislation to allow private sector participation in the NSTS,
including purchase and operation of a fifth, and future, space shut-
tles, as well as ELV's.

The President and Congress should initiate Government/indus-
try cooperative agreements offering incentives for investing in the
space transportation system.

Specifically, our analysis revealed that the U.S. monopoly on
space launch services has begun to erode as Europe and Japan
have entered the market. The private sector has submitted two
proposals for commercial participation. Finally, Government and
industry experts agree a fifth shuttle is needed to meet demand.
Additionally ELV's have increased in importance as a part of the
NSTS.

Senator SYMMS. What's an ELV?
Mr. KENDRICK. Expendable launch vehicle. It's one time and

that's it. It pops a satellite into orbit and there's nothing left.
Benefits of privatization: Ensures the viability of the National

Space Transportation System; it would increase the space transpor-
tation capacity, avoid future Government investment, and provide
a 3-year savings of $1.5 billion.

That's a fairly simple calculation the way we've done the dollar
savings. A new space shuttle now costs about $2.3 billion and it
takes about 5 years to build, so in average payments in our PPSS
methodology we took the first 3 years of the payment and estimate
$1.5 billion.

We looked at three specific Coast Guard services-short range
navigational aids [SRAN], search and rescue [SAR], and commer-
cial vessel safety [CVS]. This is the yacht owners' question that Mr.
Grace was raising yesterday.

We specifically recommend that the Coast Guard should utilize
the private sector towing industry for SAR operations. The Coast
Guard should contract out its heavy-lift routine maintenance work
for marine and inland buoy tending. The Coast Guard should con-
tinue to use private sector firms to provide vessel inspection and
admeasurement.

Specifically, we found that 80 percent of the Coast Guard's assist-
ance requests are nonthreatening-in other words, the yacht ran
out of gas and would you please come give us a tow. The private
sector can handle these calls-and that's not a typo-at one-twelfth
the cost. That's correct. It's one-twelfth.

The private sector can perform maintenance on short-range navi-
gational aids at a 24-percent cost savings.

The Coast Guard has utilized private sector firms for vessel in-
spection and measurement. We think that these CVS services could
be completely privatized. In fact, we are quite certain of that.
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The benefits of privatization is to return the Coast Guard to its
national defense-related mission, cost-effective provision by the pri-
vate sector of non-high-priority Coast Guard activities, and a 3-year
savings of $1.3 billion. We developed those numbers for each of
those three programs I just spoke about-the search and rescue at
$651 million; the short-range aids to navigation at $477 million;
and the commercial vessel safety at $130 million, for a total of
almost $1.3 billion over the 3 years.

Senator SYMMS. Is there any way of doing that analysis that you
could cost out or differentiate between the duplication of having,
say, a Coast Guard cutter that is involved in stopping drugs coming
into the country in Florida or somewhere and then turn around
the next day and they make a high-priced stop to fill up some-
body's cruiser with fuel who inadvertently ran out of fuel? How
much of that happens?

Mr. KENDRICK. I don't believe we specifically did the costing on
that, although we do have the numbers that show 80 percent of all
calls to the Coast Guard are non-life-threatening.

Senator SYMMS. I can see that if I were representing the Coast
Guard I'd turn around and say, yes. But we do this and this and
this and these other things are incidental.

Mr. KENDRICK. And we are certainly not arguing that they
shouldn't do those things. We are saying that they don't want to
get into the business of charging a user charge because they don't
want to get into the operation of having a business and handling
money and figuring out costs. They would rather do, at least from
our analysis, what they were intended to do, and we could certain-
ly try to ask this question in more detail for the record, but I think
the Coast Guard really doesn't want to put in a user charge
system, the alternative to our recommendation. They don't want to
set up the accounting system and the bookkeeping and all that.
They would like to be involved in those defense-related and drug
security issues and not have to worry with the business operations.

We think we could just say they don't do that any more and
there are plenty of private sector firms that will go out and tow
you in and charge you for it quite dearly.

Let's move on to the next issue, Metropolitan Washington air-
ports, Dulles and National. Those two federally owned airports
should be sold at fair market value to a self-sustaining and inde-
pendent airport authority.

We found that the FAA's conflicting roles of supplier and regula-
tor have resulted in a confusion of agency mission goals.

The existing ownership structure of the MWA prohibits not only
a stable financial base, but also local involvement, adversely affect-
ing long-term planning.

The FAA has concluded that the MWA could best be managed by
a corporation.

Ownership and operation by a local authority could provide
better service to the air traveler.

The benefits of privatization includes the return of the FAA to
their primary mission of ensuring air safety and fostering civil aer-
onautics and air commerce; better service to the air traveler; and
provision of long-range planning. The airport budget is on an
annual basis, so if it takes 18 months to do something, it's hard to
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get funds to complete the project. Three-year savings is $454.5 mil-
lion.

Finally, the ADP-Social Security issue. We did not claim cost sav-
ings in ADP-Social Security because we felt that the ADP task
force and Social Security task force could look at those issues more
clearly.

Specifically, the Social Security Administration should aggres-
sively use private sector ADP resources to eliminate the current
data processing backlog.

The plan originally, when HCFA broke off in 1977, was to let
them handle their own ADP. SSA is still doing HCFA's ADP and
it's become a real problem.

Let's look at the analysis. SSA processing of claims, benefits, and
payroll is slow. Antiquated systems force the agency to sustain op-
erations with manual processes. SSA's backlog approaches 5,000
computer hours per month. SSA simply does not have the re-
sources to implement its currently planned systems modernization
plan. They need to do more contracting out here. For example,
HCFA which I was speaking of just a moment ago, 50 percent of all
work done for the Health Care Financing Administration fails and
requires a rerun. The systems are antiquated and obsolete. This is
a great area where we have been able to demonstrate, I believe,
that the private sector could really help the Government close that
information gap and address that 50 percent of the 17,000 comput-
ers in the Federal Government that are obsolete and are no longer
maintained by the original manufacturer.

Senator SYMMs. In other words, what you're suggesting is that
you just lease out some of this to someone like ADP?

Mr. KENDRICK. Right. There are a number of corporations across
the country that already handle SSA documentation for States
across the country and they would have the capability. The take
the risk of keeping the computer up to date, keeping up with the
latest technology, and providing the materials on schedule. If they
don't meet the contract, you fire them and get somebody else.

When the Government buys a computer, we're stuck with it.
We've got it forever. So why do we invest in that if we could simply
turn to a vendor to handle that service for us and make it easier
for everyone?

Finally, in each of these eight areas we have really addressed the
four benefits of privatization which are quite simple: Government
initially produced the service because they didn't have an alterna-
tive. Now conditions have changed. We should update our operat-
ing assumptions.

The service has become operationally inefficient. If we tried to
fix every inefficiency we believe that would take more time than
simply going to the private sector and begin improving those oper-
ations today and do it for less money.

Many of our Government managers simply lack the authority to
manage. The VA Administrator cannot put any change in place in
his management structure if it affects more than 25 employees
without going through the entire congressional hearing process on
that change. Say he wants to change the type staffing in certain
areas. That's a congressional decision. He can't make that based on
what would be better for the VA people.
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None of the services is really central to the mission of the Gov-
ernment and we already have an overly complex Government. It's
tough to run a program with a $850 billion budget. Why don't we
simplify it so we can understand it and put managers in charge?

So what we're really saying is we want to simplify management.
Privatization would allow us to carry out these services as we are
carrying them out today at less cost and more efficiently.

Thank you very much for your time in going through all this
with us. If it would be all right, Mr. Chairman, we would like Mr.
Yunich to give a brief summary statement, and then we would be
glad to take your questions.

[The prepared statement of Mr. Kendrick follows:]
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PREPARED STATEMENT OF KEITH S. KENDRICK

Mr. Chairman, thank you for this opportunity to present

the findings and recommendations of the Privatization Task Force

of the President's Private Sector Survey on Cost Control (PPSS).

My name is Keith S. Kendrick, Assistant to the President

of Chemed Corporation, which is based in Cincinnati, Ohio. Our

President and Chief Executive Officer, Mr. Edward L. Hutton,

served as one of the Co-Chairmen of the Privatization Task Force.

If it were not for a long-standing, prior commitment, he would be

attending today.

At this time, I would like to review the recommendations

of the Privatization Task Force and present several of the topic

areas in detail. Following, Mr. Yunich has a brief summary

statement.

The Privatization Task Force discussed eight major

privatization issues as shown in the following chart.

(Chart on Following Page)
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Privatization Task Force Recommendations
(S Millions)

(1) (2)

Three-Year

Recommendation Area savings(S)/(Revenue(R)

(1) Power Marketing Administration $ 3,535.0 (s)
16,301.5 (R)

(2) Motor Vehicle Fleet Management 1,260..4 (S)
200.0 (R)

(3) VA Hospitals/Nursing Homes 1,436.5 (S)

(4) Military Commissary Stores 2,064.0 (5)
383.2 (R)

(5) National Space Transportation System 1,522.6 (S)

(6) Coast Guard Services 1,259.4 (S)

(7) Metropolitan Washington Airports 113.0 (S)
341.5 CR)

(8) ADP-Social Security Not Quantifiable

$28,417.1
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As shown in the previous chart, the Privatization issues

are rather diverse. I would like to discuss each of the issues,

the first four in more detail than the last four. The discussion

is developed in three sections: (1) recommendation, (2) analysis,

and (3) benefits of privatization.
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Power Marketing Administrations

Five Power Marketing Administrations (PMA) exist to

market the hydropower generated at all Federal multipurpose dams

not under the Tennessee Valley Authority. PMAs essentially act as

middlemen who sell, at wholesale prices, power that is "surplus"

according to Federal requirements. The primary mission of PMAs is

to market and transmit all surplus hydroelectric power and to

market that power at the lowest possible rates consistent with

sound business principles to recover the annual operating costs

and repay the capital investment within 50 years.

Recommendation

Based on our analysis, the Task Force recommends that:

The Federal Government should begin immediately an
orderly process of disengagement from participating in
the commercial enterprise of electric power marketing
over a five year period.

A Presidential advisory committee should be created to
promote the sale of all electric generating and trans-
mitting assets operated by the Corps of Engineers,
Bureau of Reclamation, and the five PMAs.

During the period of disengagement, the Federal
Government should establish a system of user fees to be
paid by electric power consumers as fair market compen-
sation for the consumption of the valuable national
resources.

Any future hydroelectric power developments should be
financed from non-Federal resources.
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Analysis

The Task Force bases its recommendations on the

following analysis:

1. Although the PMAs prepare consolidated financial
statements on a cost accounting basis, none of these
statements has ever warranted an unqualified opinion
from independent auditors. The statements are not
prepared in accordance with generally accepted
accounting principles.

2. PMA prices are set based on "project repayment
studies' which have allowed PMA operations to grow
outside of the financial spirit of sound business
principles. Generally speaking the PMAs have oper-
ated at a deficit every year since their inception.
The Bonneville Power Authority unilaterally
abandoned use of scheduled amortization of Federal
investments--a sound business principle--in 1962.
In fact, the PMAs have run a deficit of between $500

million and $1 billion each of the last five years.

3. An alternative to Federal Government ownership is a
"partnership" between the Federal Government, local
governments, and private industry--including investor-

owned utilities. This concept has been successful in
other regions of the country since the 1920s.

4. Investment and development decisions are slow at the
Federal level. The State of Alaska has entered dis-
cussions with the Department of Energy on purchasing
the assets of the Alaska Power Authority in order to
speed the development of hydroelectric power in the
state.

Benefits

Privatization of the PMAs would result in the following

benefits:

o Elimination of current operating deficits through
accurate pricing based on sound business principles.

o Sound pricing would promote conservation of valuable
natural resources.

o Further expansion would not be subsidized or financed

by the Federal Government; i.e., the U.S. taxpayers.
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o The U.S. taxpayers as a whole would not be subsi-
dizing 956 preference customers without regard to
cost.

o Locally based utilities could decide what local
markets need and can support. -

o Three-year financial impact totals $19,836.5 million,
as shown in the following chart:

Three-Year Summary of Savings
(S millions)

(1) (2) (3) (4)

Year 1 Year 2 Year 3 Tot.

?nue Acceleration $5,000.0 $5,000.0 $5,000.0 $15,0
3ales Proceeds)

iction in Annual -0- 110.0 220.0 3
ivestment

iction of Interest 500.0 1,050.0 1,655.0 3,2
,sts

r Fees on Hydropower 393.2 432.5 475.8 1,3.

al $5,893.2 $6,592.5 $7,350.8 $19,8

aal

00.0

30.0

05.0

01.5

36.5

(1) RevE

(2) Redi
Ir

(3) Redt
Cc

(4) User

(5) Tote
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Motor Vehicle Fleet Management

The Federal fleet of 436,000 vehicles is composed mainly

of light trucks (63%) and sedans (22%). The two largest fleets

are operated by the Department of Defense (138,000) and the

United States Postal Service (118,000). The General Services

Administration controls about 90,000 vehicles that comprise the

Interagency Motor Pool System. _

Recommendations

The overall size of the Federal fleet should be immedi-
ately reduced by 100,000 vehicles from 436,338 to
336,338. This would still leave over 100,000 vehicles
in the Federal fleet above the number required based on
the number of vehicle-years utilized.

By Presidential directive, OMB should immediately
initiate programs to develop a fleet management
information system (MIS) in all departments and
agencies.

Federal fleet managers should immediately develop plans
and delegate responsibility where necessary to improve
the operation of the remaining 336,338 vehicles by
utilizing consultants to set up MIS, or contracting out
the entire MIS operation, and utilizing private sector
leased vehicles and privately owned vehicles wherever
cost effective.

Analysis

The Task Force formulated these recommendations based on

the following analysis:

1. Effective management of the Federal vehicle fleet is
constrained by the lack of accurate data on fleet
costs and fleet utilization.

- The Government does not have accurate information
on fleet costs. The cost of capital is never
considered in the fleet-cost calculation. In
part due to the fact that they exclude cost of
capital, two Federal agencies misleadingly report
that their light trucks operate at an average
cost of 17-18 cents per mile compared with a
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national rent-a-truck company which estimates its

costs to be 42 cents per mile.

- The Government estimates that Federal vehicles

travel less than 9,000 miles per year which is
considerably below what private rental firms
estimate to be the effective average utilization
for mixed-fleet vehicles of 25,000 miles. The
Government's 9,000 mile estimate is generally
overstated.

2. The United States Department of Agriculture (USDA)
has begun to implement a computerized fleet MIS
called Motor Vehicle Information System (MOVIS)
designed to provide a solid core of information on
the USDA's vehicle fleet. This MOVIS could be -
adapted to develop a core MIS system for the Federal
fleet.

3. Federal employees are often allowed and encouraged
to use privately owned vehicles (POVs) to fulfill
their transportation needs. The 1983 Government-
wide reimbursement rate for a POV is 20 cents per
mile as compared with estimated costs of 36 cents
per mile for Government-owned vehicles.

Benefits

Privatization of the Federal motor vehicle fleet as

recommended would result in the following benefits:

o Better fleet management.

o Better fleet utilization.

o Cost-effective fleet operation.

o Total savings of $1,460.4 million over three years is
shown in the following table.

(Table Follows)
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Three Years Summary of Savings
(5 millions)

(1) Sell 100,000 units
of the fleet

(2) Interest savings
on above sale

(3) Reduction of fleet
operating costs

(4) Other management
improvements,
including MIS, POVs
and private sector
rental units

(5) Cost of MIS

(6) Totals

(1) (2) (3)

Year 1 Year 2 Year 3

$200.0 $ 0.0 $ 0.0

20.0 22.0 24.2

240.0 264.0 290.4

60.0

(10.0)

$510.0

(4)

Total

$ 200.0

66.2

794.4

132.0 217.8 409.8

- - (10.0)

$418.0 $532.4 $1,460.4
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VA Hospitals/Nursing Homes

The VA hospital system was established in 1921 to care

for the medical needs of veterans with service-connected

disabilities because alternative health care facilities were not

available.- The World Wars placed a tremendous burden on the

private hospital system that could not be met without substantial

Federal involvement.

The situation in 1984 is vastly different. Veterans

have improved access to a wide array of services and non-federal

facilities.

Recommendations

The Privatization Task Force recommends the following

based on our review:

The VA should phase out construction of hospitals. VA
should contract with hospital companies to construct
facilities according to performance specifications.

VA should not construct any nursing homes not already
under contract. Instead, VA should convert under-
utilized acute care beds to rnursing beds and contract
out for any additional demand.

VA should contract for hospital management services at
three Hospitals, under a performance contract, on a
trial basis.

Subject VA facilities to the same certificate of need
process required of all other health care facilities.
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Analysis

The Task Force makes these recommendations based on the

following analysis:

1. Many facilities are obsolete, and replacement con-
struction cost for VA facilities ranges from 30% to
69% higher than private sector hospitals of the same
or similar size.

The VA's average cost for nursing home construction
is nearly four times that of a major private sector
firm.

2. The VA Construction office staff totals 800 versus
50 in a comparable private sector firm. Conse-
quently, it takes the VA seven years to plan and
complete a hospital as compared with two years in
the private sector.

3. The VA cost per episode of acute inpatient care is
70% and 48% higher for an average episode of medical
and surgical care, respectively, than community
hospitals affiliated with medical schools. In a
comprehensive services comparison of long-term and
short-term treatment, VA costs averaged 15.5% higher
than comparable community hospital costs.

4. The current budgetary system rewards VA hospitals
for increasing admissions and extending the length
of stay in contrast to the trend of shortening
length of stay in private sector hospitals.

5. VA medical supply inventories are higher than
comparable private sector levels.

6. VA purchases 42% of its supplies at the local level
in contrast with the private sector practice of
purchasing 75% to 85% through national contracts at
a 20% savings.

7. VA does not have an adequate management information
system to support its planning functions. For
example, the current forecasting system is based on
historical extrapolation and an assumption of no
major technological changes.
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Benefits

The benefits to be gained from our recommendations to

privatize VA hospitals include:

o Higher quality medical care for veterans.

- Improved construction efficiency. Building

facilities in less time at less cost allows quicker

replacement of obsolete facilities.

- Improved operating efficiency. Medical experts

concur that excessive stays and improper type 
of

care (assignment of a nursing patient to an acute

care bed) is not in the best interest of patients.

- Improved planning capability. Use of Diagnosis-

Related Groups based resource allocation and

certificate of need process would help to assure

proper care for veterans in the years to come.

o Government would avoid overbuilding and overpaying

for medical care.

o Savings over three years would reach $1,436.5

million, as detailed in the following table.

(Table Follows)

38-507 0 - 85 - 7
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Three-Year Summary of Savings

(1) Privatizing
Hospital Beds

Privatizing
Nursing Home Beds:

(2) Construction
(3) Operating

(4) Private-Sector
Contract Management

(5) Sharing of facilities/
equipment

($ millions)

(1)

Year 1

$167.6

94.8
17.0

28.8

(2) (3)

Year 2

$181.6

Year 3

$204.0

104.3 114.7
26.0 35.0

31.7 34.8

(4)

3-year
Savings

$ 553.2

313.8
78.0

95.3

58.0 127.6 210.6 396.2
$366.2 $471.2 $599.1 $1,436.5
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Military Commissaries

Commissary stores are provided on military bases in the

United States and overseas to military and retired military

personnel. These stores, which generally resemble retail grocery

outlets, were established in the 1800s to provide food items to

military personnel stationed in remote locations. Today they

exist in such remote locations as San Francisco (five stores),

San Diego (4), San Antonio (5), and Washington, D.C. (6).

Recommendation

The Task Force, based on its analysis of the commissary

system, recommends the following:

The Secretary of Defense should require immediate
comprehensive Bureau of Labor Statistics (BLS) market
basket surveys of all commissary stores to establish

real savings-levels. Comparisons should be to
comparable warehouse food stores.

Commissary stores should be privatized via a competitive

bidding process using the results of the BLS surveys to

analyze bids.

Analysis

The Task Force developed these recommendations from the

following analysis:

1. The commissary system is highly fragmented and

decentralized, and has duplicative management. DoD
operates four separate grocery systems.

2. Although originally intended to serve personnel in
remote locations, in 1982, 62% of the stores were

justified because commercial prices were declared to
be "unreasonable." Another 15% were justified
because commercial stores in such places as Oakland,
California, and Louisville, Kentucky, were declared
to have "inadequate" product selection.



96

3. The Triennial Survey to verify 'savings' to military
shoppers overstates the savings. The survey is
biased in its methodology, the products surveyed,
and the savings calculation. The savings are not
the 25% claimed, but rather 15% less than private
sector supermarket prices. Pricing in commissaries
and wholesale food warehouses are generally
comparable.

4. Commissaries are not comparable to supermarkets as
claimed: rather they are similar to wholesale food
warehouse stores. The Task Force reaches this
conclusion based on product mix, limited products
offered, limited store hours, and savings provided
as compared with supermarkets.

5. Commissaries have not kept up with industry
standards in the areas of hours of operation,
inventory turns, products offered, and technological
advancements such as electronic scanning.

6. Indirect costs of the system are estimated to be
42.4% of appropriated funds or $170.5 million for
FY1983.

Benefits

Privatization of commissary stores would:

o maintain the savings to customers:

o offer greater product selection;

o extend store hours, enhancing convenience;

o allow the private sector to finance the inventories;

o allow the private sector to provide needed store
improvements:

o simplify the management requirements for DoD; and

o save taxpayers $2.4 billion over three years.

A summary of the savings estimate follows:

(Table Follows)
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Three-Year Summary of Savings
S millions)

(1) (2) (3)

(1) Savings (net of
implementation
costs) (a)

(2) possible rent
income

(3) Revenue
Acceleration
(Sales Proceeds)

(4) Interest
Reduction

(5) Totals

Year 1 Year 2 Year 3

$597.2 $656.9 $722.6

36.0

264.0

26.4

$923.6

(a) Appropriated Funds, Indirect
less Implementation Costs.

39.6 43.6

0.0 0.0

29.0 31.9

$725.5 $798.1

Costs, Inventory Carrying Costs

(4)

Three-
Year Total.

$1,976.7

119.2

264.0

87.3

$2,447.2
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National Space Transportation System

The National Space Transportation System (NSTS) provides

space launching services through expendable (one-time) launching

vehicles (ELVs) and a fleet of four space shuttles. The NSTS is

operated by the National Aeronautics and Space Administration

(NASA).

Recommendations

The President and Congress should develop and enact
legislation to allow private sector participation in the
NSTS. This should include a provision for the private
sector to purchase and operate a fifth space shuttle,
and future shuttles, as well as the ELV systems.

The U.S. Government should initiate government/industry
cooperative agreements offering incentives with private

- sector firms investing in space transportation systems.

Analysis

The Task Force developed these recommendations based on

the following analysis:

1. The U.S., in the past 25 years, has maintained a
virtual monopoly on space launch services.
Recently, Europe and Japan, aided by cooperative
government/industry arrangements, have developed
space launch activities. The U.S. is now
encountering growing foreign commercial competition
in space transportation services.

2. Private sector proposals for space transportation
systems, including two proposals for a commercially
operated fifth space shuttle, have been submitted to
NASA. The private sector wants to invest in and to
produce space transportation services.

3. Government and industry experts agree that a need
exists for additional shuttles, as the currently
funded four-shuttle fleet will not be able to meet
the commercial demand through the 1980s. A fifth
space shuttle is needed solely for the private
sector.
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Moreover, ELVs, which were to be phased out by the

Federal Government, have been determined to be an

important component of the NSTS, offering services

complementary to the shuttle.

4. It is inevitable that, at some point in the future,

the Federal Government must make the long-term com-

mitment of ensuring the viability of the shuttle

program and ELV systems. Under current arrangements

Federal funding would then have to be provided for a

fifth shuttle, as well as future additional shuttles,

and for the ELV systems. However, such future

government funding would not have to be provided if

the private sector is allowed to invest in NSTS.

Benefits

Privatization of the National Space Transportation

System would result in the following benefits:

o Ensured viability of the NSTS.

o Increase in space transportation capacity.

o Avoidance of future Government funding for a fifth

shuttle, as well as future additional shuttles, and

for the ELV systems.

o Assuming a fifth shuttle is procured at an estimated

cost of $2.3 billion, approximately $460 million in

annual cost avoidances could be realized over the

five-year procurement period, or $1,522.6 million

over three years.

Three Year Summary of Savings
(5 millions)

(1) (2) (3) (4)

Year 1 Year 2 Year 3 Total

$460.0 $506.0 $556.6 $1,522.6Cost Avoidances
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Coast Guard Services

The Coast Guard's mission has grown beyond the original

intent of national defense. The Task Force investigated the

transfer to the private sector of Coast Guard services in the

areas of search and rescue (SAR) (non-life-threatening),

short-range aids to navigation (SRAN), and commercial vessel

safety (CVS).

Recommendations

The Coast Guard should utilize the private sector towing
industry in its SAR operations, specifically the
non-life-threatening incidents.

In its SRAN program, the Coast Guard should contract out
its heavy-lift routine maintenance work for marine and
inland buoy tending, before committing to major capital
expenditures to upgrade buoy tenders, and should
contract out its program for quick response to
navigational aid failures.

The Coast Guard should continue to use the private
sector to provide CVS services of vessel inspection and
admeasurement, and should investigate the feasibility of
expanding privatization to other CVS services.

Analysis

The Task Force based its recommendations for selected

Coast Guard Services on the following analysis:

1. The Coast Guard's SAR program from 1970 to 1979
experienced a 55% growth to 70,000 calls for
assistance per year, yet a majority of calls (80%
at two Coast Guard stations) are for non-emergency,
non-life-threatening situations. The private sector
towing industry, which is extensive and sufficiently
equipped to handle a large number of non-life-
threatening SAR functions, can perform the same
function as the Coast Guard, at a cost which is
one-twelfth of the Coast Guard rate.



-101

2. The Coast Guard's offshore SRAN program under-
utilizes its offshore buoy tenders (10-16%
utilization range) and owns aging equipment (30-year
average life for offshore buoy tenders). Studies
have supported that private sector operators are
significantly more cost-effective than the Coast
Guard (more than 40% cost savings) in heavy-lift
routine maintenance work. A private sector pilot
program proposal for maintenance of short-range aids
estimated 24% cost savings and a three times greater

utilization rate compared with the Coast Guard.

3. The Coast Guard has begun to use private sector
firms to provide selected CVS services such as
vessel inspection and admeasurement. These CVS
services could be completely privatized.

Benefits

Privatiiation of selected Coast Guard Services would

result in the following benefits:

*o Return of Coast Guard to its national defense-related
missions.

o Cost effective provision by the private sector of

non-high-priority Coast Guard activities.

o Three-year total savings of $1,259.4 million as
detailed in the savings summary chart below:

(Table Follows)
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Three Year Summary of Savings
($ million)

(1) (2)

Year 1 Year 2

$196.7 $216.4 $

(2) SRAN

(3) CVS Inspection &
Admeasurement

(4) Totals

144.3

39.5

$380.5

158.7

43.4

$418.5

(1) SAR

(3).

rear 3

;238.0

174.6

47.8

;460.4

(4)

Total

$ 651.1

477.6

130.7

$1,259.414
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Metropolitan Washington Airports

The Metropolitan Washington Airports (MWA) are the

Washington National Airport and Dulles International Airport,

which are the only two commercial airports in the U.S. owned and

operated by the Federal Government.

Recommendations

The authority of metropolitan Washington's two

Federally-owned airports should be sold to a

self-sustaining and independent airport authority (such

as those in New York and New Jersey) consisting of

government representatives from the Commonwealth of

Virginia, the District of Columbia, and the State of

Maryland (if Maryland so desires). The airports should

be offered to the newly created authority at the fair

market value as determined by an independent appraisal.

Analysis
The recommendations related to the MWA were developed

from the following analysis:

1. The divestiture of Federal Government ownership has

been studied at one time or another by five

Administrations, the office of Management and

Budget, Department of Transportation, and the

Federal Aviation Administration (FAA). This

highlights the conflict between the FAA's role of

owner-operator of the MWA and provider of airport

services and its larger, Federal role of ensuring

air safety and efficiency and fostering civil

aeronautics and air commerce. The FAA's conflicting

roles of supplier and regulator have resulted in a

confusion of agency mission goals.

2. Under the present MWA structure, funds for capital

improvements, large and small, must go through the

Federal budgetary process and be authorized and

appropriated annually. Also, unlike other major

U.S. airports, local community involvement in the

management of the MWA is severely limited due to

Federal ownership. The existing ownership structure

of the MWA, which prohibits not only a stable fi-

nancial base, but also local involvement, adversely

affects long-term planning for development of the

airports for the benefit of the community.
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3. A FAA study concluded that the MWA (and the
Baltimore-Washington International Airport )could

best be managed by a corporation which included
aviation and community interests on the Board of

Directors. It also found that joint operation of
the airports would substantially increase their
ability to finance future improvements and would
lead to a better balance of operations among the

airports. Ownership and operation of the MWA by a

local authority could provide better service to the
air traveler.

Benefits

Privatization of the MWA would produce the following

benefits:

o Return of FAA to its primary goal of ensuring air

safety and efficiency and fostering civil aeronautics
and air commerce.

o Provision of better service to the air traveler.

o Provision of long-range planning and a stable
financial base.

o Three-year savings of $454.5 million as detailed in
the summary chart below:

Three Yea r Summaryo Savings
($ millions)

(1) (2) (3) (4)

Year 1 Year 2 Year 3 Total

(1) Revenue Acceleration $341.5 $ 0.0 $ 0.0 $341.5

(Sales Proceeds)

(2) Interest Reduction 34.1 37.6 41.3 113.0

. $375.6 $ 37.6. $ 41.3 $454.5(3) Totals
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ADP-Social Security

During the 1960s, the Federal Government was the

acknowledged leader in using state-of-the-art computer hardware

and software. From the mid-1960s, however, the Government fell

farther and farther behind the private sector. Today, approxi-

mately 50% of the Government's 17,000 computers are so old that

they are no longer supported by the manufacturer and must be

maintained by specially trained Federal personnel. One of the

areas which best exemplifies the degree of ADP problems in the

processing of information and claims is the Social Security

Administration.

Recommendation

Based on our analysis the Task Force recommends the

following:

The Social Security Administration (SSA) should

aggressively use private sector ADP resources to

eliminate the current data processing backlog and

decrease the error rates in such critical areas as

benefits payments.

The SSA should continue to use private sector experts to

aid in the further planning and implementation of the

department's Systems Modernization Plan (SMP).

The SSA should transfer the Health Care Financing

Administration's (HCFA) data processing responsibility

to the Department of Health and Human Services (HHS).

Analysis

The recommendations of the Task Force were developed

from the following analysis:

1. Despite automated support, many of the SSA systems

which process claims, benefits, and payroll are

slow, error-plagued, and excessively costly.
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2. Antiquated systems now in place force agencies to
sustain their operations with manual processes and
defer action on many critical projects.

3. The SSA's existing equipment and manpower levels are
physically unable to meet many of their most basic
responsibilities. The Department's gross workload,
including known backlogs, approaches 5,000 computer
hours per month. The maximum capacity of SSA's
computers is only 3,000 hours, and the SSA's staff
can only support 2,000 hours of computer operations
per month.

4. SSA does not have the resources to implement effec-
tively its.SMP program in a timely manner. SMP is
an ambitious, complex plan. Diverse ADP needs have
to not only be met but also integrated. SSA
currently uses outside consultants to establish
direction, provide technical expertise, and
supplement SSA staff resources.

o SSA currently handles the bulk of HCFA's data
processing even though HCFA was separated from SSA
in 1977. HCFA is now under the authority of HHS,
but approximately 85% of its telecommunications
volume is still being performed by outmoded and
highly inefficient SSA systems. Ironically, this
service is not even working well, as approximately
50 percent of all HCFA work performed by the SSA
data center fails and requires a rerun.

Benefits

Our recommendations in this area would result in the

following benefits:

o SSA benefits from improved, more cost-effective
administrative procedures. The department will have
better information, more quickly, and at lower cost.
Payments and costs can be better controlled.

o Beneficiaries of SSA programs will enjoy faster, more
accurate service.

o Taxpayers benefit from a more efficiently, less
expensively run operation. Although the
Privatization Task Force did not quantify savings
from its recommendations on this issue, other Task
Forces which concentrated on ADP have calculated
significant savings from similar recommendations.
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Summary

In these eight examples, the four common themes of

privatization are present:

1. The Government initially produced the service

because no other significant source existed to

produce it.

Today the situation is different. Government can

provide the service without having to produce it

internally.

2. The services have become operationally inefficient

as compared with private sector standards.

3. Government managers are hampered in their efforts to

improve the operations because they lack the
authority to manage.

4. None of the services is central to the mission of

the Government; therefore, they do not receive the

attention and investment needed to best serve the

recipients of the service.

In the final analysis, privatization of these services

would simplify the overall management of Government and save

time, talent, and limited financial resources. This more

efficient utilization of resources would leave the Government in

a more flexible position to meet the needs of a changing

environment.

Thank you for this opportunity to present to you the

Privatization Task Force Report.

Unless you wish to proceed differently, Mr. Chairman,

Mr. Yunich has a short summary statement which we would like to

follow by answering any questions you may elect to raise.
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Senator SYMMS. Thank you very much for an excellent presenta-
tion, Mr. Kendrick. That was just outstanding and I second what I
said earlier I'm only sorry that we don't have more Members of
Congress here, because your presentations thus far have made the
point that I've said over and over again, that if the Government
would just take care of the things that the Constitution calls for it
to take care of, maybe we could do a better job with those func-
tions. The way it is, we sometimes tend to not concentrate with as
much attention as should be given to the defense of this country, to
the foreign policy of the country from a national perspective be-
cause we're bogged down with operations that Government should
not have to concern itself with. Like you say, it would certainly
simplify the problems that Members of Congress have. The Con-
gress is, more and more every year, losing people who are reaching
their prime ability. They often leave out of frustration because
they are called on to focus on a different subject every 30 seconds
for a 12-hour day. What happens around here is that we tend to
know a lot of things about nothing and little about any one par-
ticular issue.

You certainly made a good presentation, and make a lot of sense.
Mr. KENDRICK. Thank you, Mr. Chairman.
Senator SYMMS. Mr. Yunich, we will hear from you and then I

have some questions.

STATEMENT OF DAVID L. YUNICH, RETIRED VICE CHAIRMAN,
R.H. MACY & CO., INC.

Mr. YUNICH. Thank you, Mr. Chairman.
I, too, am very appreciative of this opportunity to discuss the

matters of the privatization task force with your committee and I
just want to take a few minutes to zero in on one of the most con-
troversial aspects of our report which happens to be my primary
area of expertise.

My name is David Yunich. I am retired vice chairman of R.H.
Macy & Co. and PPSS is not my first exposure to government ac-
tivity. Before PPSS, in a pro bono public capacity, I served as chair-
man of the Metropolitan Transit Authority of the State of New
York for 3 years, trying to infuse into that authority some of the
very type of business principles that we are talking about today,
and the frustrations to which you refer, Mr. Chairman, I can well
understand.

In my years in retailing and government service, I have seen few
concepts that hold as great a potential for cost control as privatiza-
tion. One of the reasons I say this is because it's not an academic
theory. It is a proven and productive cost-effective control method
for cities and towns across the country, not to mention Great Brit-
ain where dramatic headway is being made with privatization
today.

It's not an anti-Government program. Privatization should be
viewed as a way for optimizing and utilizing the limited resources.
Privatization is even used in the private sector. For example, at
W.R. Grace, where I'm a director, we have over 82,000 employees
who must eat lunch every day in plants around the country. And
while the Grace Co. is in the restaurant business itself, they are
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not in the business of feeding a large number of people in a very
short period of time on a very limited budget. So they contract out
the cafeterias to other companies and that is in the best interest of
Grace because those other companies know that business far
better.

Several of the companies I'm involved with as a director require
a great deal of printing, such as promotional material, company
procedure manuals, and annual reports and so forth. But they
don't go into printing business to satisfy those needs; they contract
with the private sector specialist to fill that requirement.

These examples of privatization in the corporate sector are equiv-
alent to privatization opportunities in the Federal Government.
Successful businesses understand what they can do best and what
others can do better. Invariably, they contract out functions or
services to specialists who can do them better, and for less money.
Government should do the same thing.

This point leads me to what I believe is one of the most misun-
derstood PPSS issues-the commissaries. With a potential saving to
the taxpayer of $2.4 billion, without any sacrifice by the user. I feel
qualified to speak on this issue because I spent 38 years with R.H.
Macy & Co. running a multibillion dollar chain of department
stores across this country with a record that has commanded pretty
widespread interest by the investment community because we must
have been doing something right.

So let me address some of the points that have been misrepre-
sented in recent public discussions and other hearings.

It's been claimed that the PPSS's recommendations would de-
stroy consistent nationwide pricing in the commissaries. We found
no evidence of consistent pricing in the military commissary net-
work. In fact, we found some commissaries were able to take ad-
vantage of a local deal that was not available throughout the
system because they, in effect, were not buying nationally the way
an efficient organization would be doing by making national con-
tracts.

A privatization network of commissaries would more likely nego-
tiate for entire groups, certainly on a regional basis, if not nation-
ally.

In connection with consistent pricing, what is never mentioned
but is of equal importance, is the inconsistent quality standards of
the commissary stores. Fort Belvoir in Virginia has a new store but
it equates to private sector standards of the 1970's. Cameron Sta-
tion, just a few miles north, is just an old warehouse. In recent tes-
timony, Brig. Gen. James S. Hayes reported that it will take 30
years at the present rate of construction to bring existing stores up
to current standards without consideration of new or changing re-
quirements. In the private sector one sees facelifts on hundreds of
stores in a single year under one management in order to keep
pace with a competitive environment. As a retailer, I am concerned
that the commissary system might collapse of its own weight. As a
taxpayer, I am concerned that I will have to pay even more for it.

It was claimed that wholesale food warehouse stores which cur-
rently are springing up all over this Nation in the private sector
and which were suggested a long, long time ago, do not have repre-
sentative assortments for our military shoppers. Warehouse food

38-507 0 - 85 - 8
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store, as typified by the Cub store in Chicago as just one example,
has 7,000 to 9,000 SKU's or product lines, in more layman's lan-
guage, versus only 6,000 in the commissaries. The selection is
almost 50 percent more in that type of store.

It was claimed that our task force wants to take supermarkets
away from military personnel and replace them with warehouse
stores. The fact is that military personnel really do not have super-
markets by private sector standards. They have minimarket stores.
Commissaries have very limited hours with limited products. More-
over, a majority of the Army commissary stores are over 25 years
old. Privatized operations could address those problems and move
very, very quickly.

It has been claimed that we want to give all 238 commissaries to
1 of the big private sector food chain. I should point out, Mr. Chair-
man, that this aspect of the PPSS received more public response
than all the public response put together with respect to what we
were proposing for military commissary privatization. Well, noth-
ing could be further from the truth. It's not the intention of PPSS
to give all the 238 commissaries to 1 big private sector food chain.
Our plan would be to put each of the stores or groups of stores up
for competitive bids. The point is that we want to establish a com-
petitive marketplace for the commissaries so that our military per-
sonnel can reap the benefits from competition.

The DOD has claimed that it would cost the Federal Government
$350 million more to compensate employees for the loss of commis-
sary stores than it costs to operate the stores. When we looked into
that we could find no evidence from the U.S. Department of Agri-
culture to support the basis for that calculation. Using USDA sta-
tistics, we found a savings of $66 million per annum by closing the
stores and adjusting military pay.

The indisputable facts are that privatization of commissary
stores, given the same rent opportunity and the opportunity to
manage the cash flow would maintain the savings benefits to
present users where there is 5-percent surcharge over and above
the cost of the personnel, over and above the cost of the rent and so
forth. Well, warehouse stores in America today are paying rent,
paying employees, and paying advertising, and other things like
pensions and so forth, and they are able to operate with an 8-per-
cent surcharge or markup as it s more commonly known. So there's
no doubt in my mind that the prices could be more advantageous
and the selection could be far greater and there would be quality
control.

If you were to walk into a commissary, Mr. Chairman, and look
at the perishable goods, the baked goods, and the produce, you
would see, as the wives of the military get turned away because
they are selling day-old baked goods which no self-respecting super-
market could get away with; they are selling produce that is not
fresh. They never have to mark down the produce. They just send
it back to the warehouse and then it becomes a cost of some other
department-the Defense Department. I mean, just to mention
some of the kinds of things-I won't say abuses-but that's what
the system provides for.

Given the same opportunity to the private sector, they would fi-
nance the inventories, they would make the needed store improve-
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ments for the commissaries to reach the private sector quality
standards, and they would reduce the cost of operating the commis-
saries by $2.4 billion over 3 years.

Grocery retailing in the private sector is one of the most dynam-
ic industries in our economy and it is the largest retailing segment,
and I see no reason why our recommendation shouldn't be given
the highest priority in order to harness that power for the benefit
of the military. Our military deserves better than they are getting.

Finally, as my colleagues, Mr. Pyne and Mr. Kendrick, have
stated earlier, we urge that a Privatization Office in the proposed
Office of Federal Management be established. A Privatization
Office as such could study new ideas which are emerging every day
and need to be researched. Just recently I read about a new compa-
ny called the World Mail Center, which is a private sector post
office that a young entrepreneur has established in four locations
across the country. His new company is already making money and
providing better service, so he must be doing something right. I'm
sure he will have competitors very soon as well.

Senator SYMMS. Or he will have lawyers from the Postal Service
say he's breaking the antitrust laws somehow, and they do it in re-
verse. They go after private businessmen for monopolies and they
go after people who try to compete with the monopoly Government
has. They use the same lawyers out of the Antitrust Division in the
Justice Department.

Mr. YUNICH. I see. Notwithstanding the merits of what he's
trying to do?

Senator SYMMS. That's right. I'm not being critical only of the
Justice Department.

Mr. YUNICH. Well, in his case, he does rent office space, pays the
utilities, compensates the employees, calculates the mailing costs,
and allows the U.S. Postal Service to make a profit on the stamps
without incurring the normal overhead expenses of running a post
office.

Senator SYMMS. How does he do that now? He actually stamps
his mail?

Mr. YUNICH. I don't know whether he actually stamps his mail.
Mr. KENDRICK. What he does in this case in fact is that he sort of

has a supermarket for postal services and he purchases the
stamps-well, actually, the U.S. Postal Service provides him with
the stamps and he reimburses them with the income he takes in.
He represents the express mail. He represents Federal Express,
UPS-there's a whole variety-so the consumer can come in and
say, "Here's a package and I want it to go the cheapest way." He
has a computer that will calculate the cheapest way to get it there
in a reasonable period of time. Or if you want it to go fastest, he'll
find the fastest. He will find out who has the next pickup and he
gets it out and he initially was charging a small fee to consumers
who used kit to find that service, to stop one place whereas before
they had to go to all these different locations.

But instead, he generated such volume in his first few stores that
even the Postal Service, along with Federal Express and Emory
Worldwide and others said: "We'll pay you a small fee for repre-
senting us and we won't have to put an office in this location and
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pay for it ourselves. We'll pay for every piece you put through
here." That's how he's doing it.

Senator SYMMs. That's outstanding.
Mr. KENDRICK. And he has cleared it with the Justice Depart-

ment, by the way.
Senator SYMMS. Well, I can see that if he's doing it that way that

he's not challenging the first class statute.
Mr. KENDRICK. Right, and he's not delivering the mail. He sells

stamps so they don't have to sit there-say, USPS, for instance, to
put the stamp across the desk and take the money. He's doing that
function. He bags it and sorts it and the USPC picks it up.

Senator SYMMS. That's fascinating.
Mr. YUNICH. And it's also stimulated the express mail service of

the U.S. Postal Service. I mean, in effect, Federal Express and
other people such as United Parcel Service have gotten in to this
business and private users are finding that to be a far more effec-
tive way to send things that used to be sent by the mail. At least
that stimulated some response by the U.S. Postal Service for their
express mail service. Again, the point is the element of competi-
tion.

Just to conclude, privatization is not a one-time effort. It is not
intended to do away with needed services. To reach its fullest po-
tential, there should be an ongoing review process just as business-
es in the private sector review their costs and strategies every year,
always looking for a better way to provide needed functions and
services.

Mr. Chairman, we are appreciative of this opportunity and to
hope this will begin a long association with your committee. As Mr.
Pyne said, we have invested much time and effort and generally
hope that our recommendations to establish privatization as a
standard option for Government policy implementation will be
given serious consideration. We certainly intend to do everything
we can to further it.

[The prepared statement of Mr. Yunich follows:]
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PREPARED STATEMENT OF DAVID L. YUNICH

Mr. Chairman, I am most appreciative of this opportunity

to discuss the Privatization Task Force Report of the President's

Private Sector Survey on Cost Control (PPSS).

My name is David L. Yunich, Retired Vice Chairman of

R. H. Macy and Company, Inc. PPSS is not my first involvement in

government activities. Before PPSS, I served as Chairman of the

Metropolitan Transit Authority in New York for 3 years.

In my years in retailing and government service, I have

seen few concepts that hold as great a potential for cost control

as privatization. One of the reasons I say this is because it is

not an academic theory. It is a proven and productive cost-

control weapon for cities and towns across the country, not to

mention Great Britain where dramatic headway is being made with

privatization.

Privatization is not an anti-government program; rather

it is a program for optimizing the utilization of limited

resources. Privatization is used by just about every successful

company I know. For example,

o At W. R. Grace, where I am a director, we have over
82,000 employees who must eat lunch-every day.
Although we are in the restaurant business, we are

not in the business of feeding a large number of
people in a very short period of time on a very
limited budget. We contract out our cafeterias to a
company that is in that business and knows it well.
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o Several of the businesses I have been involved with
require a great deal of printing such as publicity
documents, company procedure manuals, and annual
reports. But we are not in the printing business, so
we contract with a private sector specialist.

These examples of "privatization' at the corporate level

are the same thing as privatization in the Federal Government.

Successful businesses understand what their business mission is

and what they do best. What they do not do best, they contract

out or privatize to specialists who can do it best, and for less

money. Government should do the same.

This point leads me to what I believe to be one of the

most misunderstood PPSS issues--commissaries. I can speak on

this issue because I have been involved in the retailing industry

for a number of years. Let me address the initial points which

have been misrepresented in recent public discussions.

1. It was claimed that our recommendations would
destroy consistent nation-wide pricing in the
commissaries. We found no evidence of consistent
pricing. In fact, we found local commissaries
taking advantage of local deal prices and privatized
commissaries would do the same.

In connection with consistent pricing, what is never
mentioned, but is of equal importance, is the
inconsistent quality standards of the commissary
stores. Ft. Belvoir, Virginia has a new store which
is equal to private sector standards of the 1970s.
Cameron Station, just a few miles north, is an old
warehouse. In recent testimony, Brigadier General
James S. Hayes reported that it will take 30 years
at the present rate of construction to bring
existing stores up to current standards without
consideration of new or changing requirements. In
the private sector we do a face lift on hundreds of
stores in a single year. As a retailer, I am
concerned that the commissary system might collapse
of its own weight. As a taxpayer, I am concerned
that I will have to pay for it.
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2. It was claimed that wholesale food warehouse stores
do not have representative assortments for oar
military shoppers. Warehouse food stores, as
typified by Cub in Chicago, have 7,000 to 9,000
product lines versus only 6,000 in commissaries.

3. It was claimed that our Task Force wants to take
supermarkets away from military personnel and
replace it with warehouse stores. The fact is that
military personnel do not have supermarkets by
private sector standards. They have mini-market
stores. Commissaries operate limited hours with
limited products. Moreover, a majority of the Army
commissary stores are over 25 years old. Privatized
operations could address these problems.

4. It has been claimed that we want to give all 238
commissaries to one of the big private sector food
chains. Nothing could be further from the truth.
Our plan is to put each of the stores up for
competitive bids. We want to establish a
competitive marketplace for the commissaries so that
our military personnel can reap the benefits of
competition.

5. DoD has claimed that it would cost the Federal
Government $350.0 million more to compensate
employees for the loss of commissary stores than it
costs to operate the stores. We can find no
evidence from the U.S. Department of Agriculture
(USDA) to support the basis for the calculation.
Using USDA statistics, we found a savings of $66.0
million per annum by closing the stores and
adjusting military pay.

The indisputable facts are that privatization of

commissary stores, given the same rent and the opportunity to

manage the cash flow, would:

o maintain the savings benefits to present users;

o offer greater product selection;

o extend store hours, enhancing convenience;

o allow the private sector to finance the inventories
and the needed store improvements for commissaries to
reach private sector quality standards; and

o reduce the cost of operating commissaries to the
American taxpayers by $2.4 billion over three years.
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Grocery retailing in the private sector is one of the

most dynamic industries in our economy and it is the largest

retailing segment. I know that the pressure of a competitive

marketplace would improve the commissary system. Our military

deserves better than they are getting. Our recommendation should

be given the highest priority.

The Need for a Structure and a Process

There are literally dozens of other privatization

opportunities such as commissaries. As my colleague Mr. Pyne

stated earlier, we must have a Privatization Office in the

proposed Office of Federal Management to study the new ideas

which are emerging every day. Just recently I read about a new

company called the World Mail Center which is a private post

office that a young entrepreneur has established in four

locations across the country. His new company is making money

and I am sure he will soon have competitors. This new business

opens an entirely new option for the replacement and/or expansion

of existing U.S. Post Offices. His firm rents the office space,

pays the utilities, compensates the employees, calculates the

mailing costs, and allows the United States Postal Service to

make a profit on the stamps without incurring the normal overhead

expenses. It is an exciting new privatization option, but our

Task Force is no longer in existence to champion this idea. So

you see, we need a small office in the Federal Government to
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analyze and promote continually these new options if the country

is going to receive the greatest benefits for its tax dollars.

To conclude, privatization is not a one-time effort. To

reach its fullest potential, it must be an ongoing review process

just as businesses review their budgets and strategies every

year, always looking for a better way.

Privatization Benefits

In the final analysis, privatization provides a competi-

tive marketplace to promote operational efficiency and it allows

Government to:

o better utilize its scarce resources:

o fulfill its responsibilities at a cost savings;

o concentrate Government talents on its areas of
strength;

o encourage real public ownership: and

o allow managers the freedom to manage, to reap the
benefits of success, and carry the responsibility of
failure.

Mr. Chairman, we are appreciative of this opportunity to

begin what we hope will be a long association with this

Committee. Having invested the time and effort, we genuinely

hope that our recommendation to establish privatization as a

standard implementation option of Government policy will be given

serious consideration. We intend to keep striving for implemen-

tation of every one of our recommendations.

We would be most pleased to answer your questions at

this time.
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Senator SYMMs. I want to thank the three of you for excellent
presentations here this morning and thank your colleagues who
are not here who worked on the task force on privatization for an
absolutely outstanding job.

I have a series of questions I want to pursue and to wrap up the
first two hearings we've had, but first I think we will take a 5-
minute recess and then reconvene at 11:20.

[A short recess was taken]
Senator SYMMS. The committee will resume its hearing and I

would say again that I certainly appreciate the time and effort that
you gentlemen have put into this.

I might just say that in addition to some of the things you men-
tioned this morning, I notice that you made some other recommen-
dations. One was to replace 7,000 post offices with alternative serv-
ices, including contractor operated post offices, and to increase con-
tract stations for post offices.

The reason I noted that-and I think this is one of the problems
we have with this work is the challenge of educating the public on
this matter. In January of 1973, when I was sworn into the House,
I dropped in my first bill that day, which was to repeal the first
class statute that the U.S. Postal Service enjoys. It has taken
almost 12 years for me to get back to where I can have a good rela-
tionship with the postal workers in my state because, automatical-
ly, some people fear that somehow someone is trying to take away
their job or destroy present services, which really isn't the case. It's
just a principle of freedom.

We even had a little sticker we used to stick on the mail that
said, "Have a private post office and raise the postal workers sala-
ries," but that still didn't carry too much weight.

Your commissary presentation was outstanding. My administra-
tive assistant told me during the recess-he's a former Marine and
still active duty Reservist Marine Officer-that what you say about
commissaries in this area is certainly true. He's been to many of
them when he was originally stationed in Washington when he was
on active duty, and there is nothing that's such a great benefit to
the military personnel because they can go to any of the stores like
Basics or Giants and have the same opportunities and even
better-and better managed stores. So I think that's an excellent
presentation and it may be a good place for some of these examples
like this to be made.

But I think one of the things that we need from the Commission
and from your privatization task force from the Grace Commission
is to be sure that somehow you can get the message out to the
right people in the military so that you don't have an automatic
rejection out of hand. You don't get much support from the estab-
lishment media on anything that is supportive of private enterprise
and private ownership because there has been a built-in bias in the
United States, over the years, of our educational system being a
Government monopoly. And I think that the Government monopo-
ly in education certainly has contributed to an antiprivate property
mentality in the country. The newspapers in my State, for exam-
ple, give the post office a bad time where they compete with the
post office rather unfairly. You'll notice that most journalists in
newspaper will automatically disparage about "junk mail." A
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newspaperman selling newspapers and selling newspaper advertise-ments and inserts is in competition for his advertisement. And itjust so happens that the U.S. Postal Service makes a profit on whatthe newspapers call junk mail. It's not junk mail. As a matter offact, in many cases it's very informative mail for consumers. It's agood way for businesses to reach a constituency that they want toprovide services for. It's very informational for the people who re-ceive this mail. Yet, in the news media, because they compete withthe newspapers, they will always hammer the post office on this. Isuppose you've run into this, but you will find that you won't get alot of support from the media. We have to go out and do a sales job.So I would urge if you have business associates who own newsoutlets and news agencies that we need to do an educational job inthis country to the journalists of the country so there's not such anantiprivate property bias on the part of the news media in general.I personally believe, thanks in large part to the election of Presi-dent Reagan, this is changing. Because there is a free press andthere is competition and with offset duplication printing methodsand more ways to reach more people the news media will have tocompete; yet their constituents also grow in confidence paying noattention to what the local paper says if that paper is always out ofstep with Main Street America.
In the 1980 election, it was always amazing to me how, if youhad just watched just the American news media and lived out ofthe country, you might never have had any idea that RonaldReagan was going to be elected President. If you went anywhereoutside of this 10-mile square area of Washington, DC, it was veryobvious that he was going to win by a landslide.
But it's just interesting to see that kind of perspective. Now it'sstarting to change and there is some competition, but I think wehave to reach people from an educational standpoint to get theseideas out where they will do some good.
For example, you recommend that the Government establish anoffice of Federal management to develop procedures that will iden-tify and facilitate privatization. I think that's an excellent idea. Iwould hope that Mr. Grace would be able to get to the President onthat and I would certainly offer my assistance to get that done. ButI would like to point out that we had something like this for thereview and sale of surplus assets and it really didn't work out verywell for a lot of reasons. Maybe it was the first try and a lot ofthings don't always go on the first try, but I don't think that thegroundwork was laid first.
For example, in my State, two of my colleagues who I have thegreatest respect and admiration for, both finally came out in oppo-sition to some of the sale proposals of the Government lands in myState. These are two of the most prolimited Government people inthe entire Congress.
So how do you propose, if we set this up, that we get privatiza-tion off to a good start without having it shot down before it getsstarted? Who can assist the President in this effort? How do youperceive this thing working without being shot out of the waterbefore it even gets started?
Do any one of you want to comment on that?
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Mr. PYNE. Well, I think the first step would be to consult with
the President personally, and I would recommend that Mr. Grace
do that with this very recommendation in mind and, if possible, get
the administration--

Senator SYMMS. I would recommend that he take one of you two
with him when he goes because two can always have a better
chance of arguing something.

Mr. PYNE. Well, I would agree with that. Maybe the three of us
could go.

Senator SYMMs. You need to send about 30. If you go down to the
White House, they always have an army of people around to be
sure that nobody rocks the boat too much.

Mr. YUNICH. Well, unlike the effort in the sale of public assets,
what we're really proposing is just having a small office, in effect,
that would be doing the kind of thing that we were doing in this
privatization task force, of identifying the opportunities, and the
way it would work-it would still be necessary to do all the things
that you have said, Mr. Chairman, with respect to educating the
constituency. Mr. Grace is spending countless hours of his time
now going everywhere. I was with him this past weekend out on
the coast where he made several speeches and he met with several
groups talking about what was going on.

But in the case of a military commissary, one of the best ways to
prove our case to the military would be to at least provide an op-
portunity--

Senator SYMMS. Pilot projects?
Mr. YUNICH. Take three commissaries or six commissaries as a

pilot kind of an operation and the proof of the pudding will be in
the eating, and I would be willing to stake my reputation on the
fact that the pilot operation would be embraced by the users.

Senator SYMMs. Let's just say, for example, in my State, we only
have one major military installation, Mountain Home Air Force
Base, and it's about 10 or 12 miles from Mountain Home where
there are supermakets-Safeway, Albertson's, Smith's food chain-
I think there may be about three major ones besides the 7-11 type
stores. If we would take the same building that the military com-
missary has now and give it to or lease it to--

Mr. YUNICH. Albertson's.
Senator SYMMs. Lease it to Albertson's, for example, and have

them pay the same rent that the military commissary has been
paying, what you're saying is that the pricing level would be less,
the hours of-the Albertson's store that's nearer to where I live in
Idaho is open 24 hours a day. I don't know what the hours are on
the base out there. The way to do it would be to try it for few years
and then see what the response of the military personnel was.

Mr. YUNICH. Give Albertson's the same benefit that the commis-
sary has with respect to the rent, with respect to the cash flow.

Senator SYMMs. If it's statistically proven that there would be a
higher pricing for the goods and services, they make a slight food
allowance for those people in the test area to be sure, if you
wanted to remove all the opposition, until once it's shown-I'm
confident, like you are, that it will turn out that they would prefer,
given the choice, to shop in a modern supermarket with a good
produce counter and a good meat counter.
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Mr. YUNICH. Not only that, but Albertson would come in with a
far better selection.

Senator SYMMS. That's what I mean.
Mr. YUNICH. And they would get into other categories that have

every-day needs like health and beauty aids. That's the modern
name for drugs. I mean, proprietary type drugs.

Senator SYMMS. Right.
Mr. YUNICH. And then there are some other impulse items and

so forth that would be made available because these all have been
proven to have great consumer preference and acceptance. But
that would be the way to do it.

Senator SYMMS. And you'd say with respect to the Veterans' Ad-
ministration that you would recommend trying the same approach?
In other words, you're not saying let's do away with veterans' hos-
pitals and do away with the services, but let's go to someplace
that's not-in my State, for example, we have a veterans' hospital
in Boise that's probably one of the best run veterans' hospitals in
the country because of the location, the environment that it's in,
and it is a very well-run hospital-but there are some places where
I have seen some of the stories about veterans' hospitals where, as
a Member of Congress, I personally feel like the U.S. Government
is not living up to the contract that was made with the soldier over
what kind of treatment he would get medically as a qualified veter-
an. Those would be places where I would think we could take a few
pilot cases into some of the hospitals and lease them out to, say,
Hospital Corp. of America, for example. What do you do about the
Veterans' Administration employee?

Mr. KENDRICK. In the case of most of the hospital management
corporations-Hospital Corp. of America being one-when they
take over a municipal hospital, which they've done several dozen
times over the last 5 or 10 years, what they do in almost every case
is they guarantee to that local municipal government that every-
one who has a job the day the contract is signed will have a job the
day HCA comes in. They keep the same staff. They put in new top
management in the hospital but they retrain and refocus those
people to what they think would be the most efficient way.

Senator SYMMS. Everyone keeps his job when HCA takes over a
community hospital?

Mr. KENDRICK. That's exactly right.
Senator SYMMS. Feasibly, the commissaries and the VA proposals

should have a lot of support from the taxpayers and maybe from
the constituents of the VA hospital. The opposition will come from
the VA itself. So you're saying that the VA employees would be
either hired by HCA or given a year's severence pay from VA or
transferred to another VA hospital?

Mr. YUNICH. Well, I'm sure that it would not be the intent to put
anybody out of a job.

Senator SYMMS. Some postal workers in Idaho think I'd put them
all out of a job. If you went out and asked them on the street about
Symms, they'd say, "Oh, he's the guy who wants to close the post
offices and I'll lose my job." This is not my intention.

Mr. YUNICH. I'll give you an example. In my own company, R.H.
Macy, for years in our New York division, we maintained one of
the largest delivery fleets that existed in the department store in-
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dustry. We came to the conclusion that it was better to have this
service provided by United Parcel, after we had done it for years
and years and years. Every one of our drivers, every one of our
dockmen, were taken over by United Parcel. That was part of the
agreement.

I'm sure that the hospital corporations work the same way. But
the fact of the matter is that the drivers when they were being
managed by United Parcel were doing far more productive and ef-
fective work than when Macy's was managing those drivers, and
the same is true with the hospital workers. There are countless ex-
amples of that kind of situation.

We would be foolhardy in the political arena to come up with
recommendations that were going to immediately result in people
being put out of work.

What we are trying to espouse is the fact that we can improve
the benefits of the end user through privatization which in effect
means doing it better, doing it more efficiently, utilizing every cur-
rent method of management that there is in existence, because the
private sector places a great premium on management efficiency.
That's the only way that you can exist.

In the Government sector, there's no penalty for failure. If you
strike out, there's big daddy there with an increased appropriation
to bail you out. There's no penalty for failure.

Senator SYMMS. Well, you and Mr. Pyne were both on the Metro
Transit Authority in New York City and were there any privatiza-
tion proposals that were brought forward there while you were on
it?

Mr. YUNICH. Yes.
Senator SYMMS. Were you on it at the same time?
Mr. PYNE. We were on it at the same time. I was there a little

longer. The Metropolitan Transportation Authority, in effect, was a
quasi-public kind of an authority. I mean, we were all political ap-
pointees, but we were in the authority permitted to run this as
close to business principles as we could.

Mr. YUNICH. The Federal Government turned the Stewart Air
Force Base up near West Point over to the MTA and in effect we
privatized the Stewart Air Force airport, running it by the MTA,
relieving the Government of the expense, and we turned it around
when we had it as compared to when the Government had it, and
worked out a tremendous operation with the U.S. Department of
Agriculture.

Senator SYMMS. So what were some of the worst things that hap-
pened when you were on the Metropolitan Transit Authority
board? Were there some failures?

Mr. PYNE. Well, the only real failure was we could never get the
rates up to support the operation of the system and that, of course,
caused all kinds of problems. We didn't have sufficient funds and
we had the political problems of trying to increase the rates, par-
ticularly when it came to increase the subway rates in New York
City, that was never a particularly attractive point for the mayor
to follow. So there were times when it was obvious that the fare
box did not support the operation of the system, but the mayor, be-
cause he was running for political office, would see to in any



123

number of ways that the fare would not be raised except at a timethat was convenient for him.
Mr. YUNICH. While I was chairman, we reduced the expenses ofMTA which covered subways, commuter railways, bridges, tunnels,some of the airports, by $300 million. But then we'd bump into thevery things that you bump into on a national scale but that was ona much more narrow sphere.
For example, we were running buses around the clock and I pro-duced evidence of the fact that we could not afford to pay a busdriver $28,000 plus peripheral benefits equal to about 70 percent ofhis pay-it's not a bad pay for a bus driver-these were abuses thathad been built in over the years. And that bus driver drove a busroute out in Queens somewhere and he carried one passenger in 8hours. So the suggestion that maybe we ought to eliminate thatbus run immediately caused all of the council members from thatpart of the city from that borough to descend on the mayor and themayor then said, "You will run that busline." And there werecountless examples of unnecessary service.
Senator SYMMS. In other words, if they could privatize the wholetransportation system, then you, as chief executive officer who hadline item veto that President Reagan doesn't have, would say, "Weare going to cut that busline out that runs from midnight until 4a.m.
Mr. YUNICH. You can be certain of that. There's just no way inthe private sector world that you would do something like that.There are many food operations that run 24 hours a day thataren't profitable, but they do serve a need in a particular commu-

nity and, as a result of being unprofitable during the nighttime
hours, apparently they build up a bigger customer following fortheir peak hours. The private sector is not totally irresponsible
when it comes to service.

Senator SYMMS. There's no question about that. The reason Al-bertson's is open 24 hours a day in some of their stores is to com-pete with Circle K and 7-11, so that they make it more difficult formore of those kind of convenience stores to come in. There's noquestion about it. So they have a motive for it which is commenda-ble.
Mr. YUNICH. Exactly. Take the subway system in Washington,

Senator. I think it would have been cheaper to buy everybody a carthan build the subway system here.
Senator SYMMS. I had breakfast with an economist from GeorgeMason University a couple weeks ago and when he got there andsat down he said-I was buying his breakfast-and he said, "Notonly thanks for the breakfast, but thanks for the ride down here."He came down on the subway at a cost of $4 to the taxpayers andhe paid about $1. So I guess that makes the point.
Mr. YUNICH. It certainly does. I happened to be chairman in NewYork and I was head of APTA. the American Public Transporta-

tion Association, at the time when this was being built, and I wasin utter shock.
Senator SYMMS. What would happen if Mayor Koch, for example,seriously took the proposal to sell the subway system in New YorkCity and he says, "Look, I'm mayor and I don't want to have to putup with this any longer." What do you think would happen?
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Mr. YUNICH. Well, the first thing that would happen would be
nothing. The subway system is really an agency of the State of
New York, so if Koch proposed it, the State would be against it
automatically.

Senator SYMMS. Do you think it could be done politically?
Mr. YUNICH. To sell the subway system?
Senator SYMMS. Yes.
Mr. YUNICH. If it were sold at a price of what it's really worth

and not what it's carried on the books by the State of New York-
you know, there are over 700 miles of tunnels, well over 25,000
miles of track involved in various states of deterioration, but if all
of that could be set aside and a private company were given the
opportunity somewhat similar to the way Conrail has worked its
way out of its problems-but if it were to be sold on the basis of an
exorbitant amount of capital required just to acquire the tunnels
and tracks the way it is, the subway stations in the condition that
they are--

Senator SYMMS. How much does it cost every year to operate the
transit system up there in terms of an operating subsidy just in
New York City?

Mr. YUNICH. In terms of an operating subsidy?
Senator SYMMs. Over and above what the people are paying for

tickets for it.
Mr. YUNICH. I would say at this point in time it's probably in the

area of around $1,250 million or $1,300 million in subsidy.
Senator SYMMS. So if a company would go in and buy it or por-

tions of it but put it up for auction and buy it without any union
contracts so they could start over clean, in other words, they could
go in and provide the services without all the operating subsidies
and manage it efficiently you think, and provide the same or better
services? Or is that possible?

Mr. YUNICH. It's possible.
Senator SYMMS. What do you think, Mr. Pyne?
Mr. PYNE. Well, I think it's possible, providing you can get a fair

rate for the service provided. As you probably recall, the subways
were originally operated by the private sector, but because they got
locked in with rates which didn't meet the operating budget they
eventually were forced to sell the subways to the public sector,
which in those days was the New York Transit Authority. And the
whole theory of setting up the MTA umbrella as such was because
what Governor Rockefeller in those days wanted to do was to use
the profits from the Tri-Borough Bridge to offset the deficits of the
subway because politically you could only charge a decent rate for
the subway. If you charged too high a rate, that meant that the
person in the lower income level wouldn't be able to afford to go to
his job.

So to answer your question specifically, I would think that if a
company could take over the subway system and receive a fair rate
for the service provided, there would be interest in the private
sector, if that was politically possible; and I don't think it is, realis-
tically.

Mr. YUNICH. But politically, some of the things that we did-for
example, New York City is the only city in the world where you
have subsurface and surface transportation that's absolutely dupli-
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cative around the clock. In order to prove that people would pay
more, even though politically keeping the fare down was a very,
very major issue, several private line bus routes were established
from the outer regions of the five boroughs. In other words, there's
an express bus route from several areas in the Bronx, from several
areas in Brooklyn, from Staten Island. And it's an express bus
route along the same route that you can travel on for 90 cents, but
there you pay as much as $4, and you have people stand in line to
pay the $4. But MTA is not permitted by itself to operate that way.
We were permitted to arrange for a private operator to operate
that way.

Senator SYMMs. Well, I ask those questions because one of the
questions I wanted to ask, which I'm going to ask, is about the pri-
vatizing of the electric generation and transmission assets owned
and operated by the Federal Government.

The problem you had on MTA is the same problem that I would
have if I made a proposal to do that. I will just say that one day we
had a meeting of the Northwest delegation-this was when the late
Senator Jackson was the senior member of that delegation and he
called us all together to talk about the problem of WPPSS, the
public power system in Washington State, which has got contracts
that overlap into some of the other Northwestern States. And they
were talking about all the different alternatives and how we were
going to get this funded and so on. I asked the question, "It just
sounds to me like it's broke. How much would it be worth if we just
put one of those plants up for sale and sold it for a penny on the
dollar to Washington Power or Idaho Power and maybe they'd go
ahead and finish it and start generating electricity and get on with
it, and admit that this thing had been an unmitigated disaster." I
thought some of my colleagues were dismayed. I just asked the
question. I didn't really make a recommendation to do that. I just
posed it as a question. And I think that's what we're up against.

How do you propose to sell the public power generating systems
in view of the fact-like some of the rural electric co-ops that are
in Idaho, for example, they are required by the law that set up the
co-ops that if some guy comes in and wants electricity-where the
private shareholder-owned utility would not go deliver the electrici-
ty there because they'd say, "No, we won't deliver that because it's
not economically feasible and you're off here in the south 40.
Unless you pay for bringing a line in, we won't set it up for you."
Where the REA is required by law that they actually have to go
put the poles in and string a line into somebody's place that's back
on the south 40, for example. And it may be a high cost where they
would never get their money back out of the investment on the
lines.

How do we outline and develop an effective coalition that could
promote the idea, which-having had private power, you wouldn't
have the bankrupt WPPSS system out there because the private
engineers and entrepreneurs and shareholders would not have
made decisions to start building four plants at enormous billions of
dollars of cost and sold bonds like they did and now they've got
three or four dead horses out there unless somebody finishes some
of them. It looks to me like the horse is already out of the barn and
somebody better start selling electricity.

38-507 0 - 85 - 9
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Mr. YUNICH. Well, how did Congress, in its infinite wisdom,
break up AT&T? Because you're going to have that same problem
with telephone service in these remote areas on the south 40 and
so forth when AT&T used to bring in telephone lines that couldn't
possibly--

Senator SYMMs. I think it was actually the Justice Department
that broke up AT&T. However, I'm not defending Congress. I agree
with you. I've always had the theory, if it ain't broke don't fix it.
But I read an article yesterday where it said our telephone service
is going to start going downhill because we have public utility com-
missions that set the rates politically so that there's going to be a
gradual starvation of capital and advancement and it will slip and
slip and slip.

I know the President in one of his magnificent speeches used to
cite the example of the post office versus AT&T and how it cost $28
to make a long distance call from Bangor, MA to San Francisco,
CA in 1932, or something, for a 3-minute call, and it only cost a
penny to mail a letter. And by 1980, it was up to where you could
make a phone call for 70 cents or something for 3 minutes and the
letter costs 20 cents and it took the letter longer to get there than
it had in 1932. So I think you have a point.

Mr. KENDRICK. I think if we're going to make headway on the
energy issues, it's going to be the same way we're going to make
headway on the VA hospitals and commissary stores, and it's going
to be winning one fight at a time. It's going to be looking, for exam-
ple, right now the Hoover Dam situation, which is the next dam up
for contract renegotiation. We're going to have to take them one
location at a time and not take all the Bonneville Power Adminis-
tration or all of the Western Power Authority. Take one dam at a
time and sell off the power-generating facilities and if you want to
continue guaranteeing those low rates for a period of time, or
phase them in, it would be cheaper to at least pay the subsidy
rather than taking all the taxpayers' money and shipping all that
money to Washington, chewing up 28 percent of all the employees
of the Department of Energy to manage PMA's, and shipping that
money back out and subsidize them that way.

If we could have a phased-out subsidy over a period of 5 or 10
years, at least in the long term we will have made progress. Those
rates would slowly come up and you could do it carefully one at a
time and demonstrate that as the private operator takes over those
power generating facilities they can do it more efficiently-one at a
time, one step at a time, and I think you would begin to make that
kind of progress.

As it stands now, we are about to give up the battle on Hoover
until the year 2017. I will be 60 years old before we review this tall
structure again. So there goes my taxes for my lifetime.

Senator SYMMs. That's the point that's got me bothered about
how you get it done. And I don't want to leave that point and I
want to get back to it, but on AT&T, I think what I would recom-
mend-and it shocks people to hear somebody who's in the Senate
say this-but the only way that I can see that you can solve the
problem as a Member of Congress and for the consumers' benefit
with respect to AT&T is, I think the Congress would have been
well advised along in the late 1930's or at least at the end of World
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War II if they had just abolished the Antitrust Division of the Jus-
tice Department and said that we no longer are going to consider
antitrust as a proper role of the Government because there's
enough competition out there to take care of this. All the stories
you hear about the trust busters at the turn of the century was a
different environment and a different economy. It wasn't a world-
wide economy. It was more of a national economy here, and I
really frankly think that the Justice Department-if they would all
go home and never come to work-it would be the cheapest thing
that would ever happen for the American consumers, just to get rid
of them. They do nothing beneficial for the consumers or competi-
tion in this country, in my opinion.

Mr. YUNICH. I couldn't agree with you more.
Senator SYMMS. Now that's not a widely held view in the Con-

gress.
Mr. YUNICH. I wanted to applaud, but I didn't think it was

proper.
Senator SYMMs. So Congress is responsible for that end with re-

spect to t'he telephone company situation. But the same people in
Congress who attack the oil companies for trying to have mergers
will turn around and attack the Justice Department for breaking
up AT&T. So it seems like an inconsistent situation to me. I think
there's enough competition out there, if you have no grants of spe-
cial privilege given by the Government, competition will take care
of it.

Mr. KENDRICK. I think what we really have to do-I won't get
into the antitrust department of the Justice Department position
because I'm not an attorney, but--

Senator SYMMS. Well, I'll go back to the dams. I just wanted to
make that point.

Mr. KENDRICK. Of course, if you have attorneys on staff, they
have to do something, so they show up.

Senator SYMMS. They could go fishing.
Mr. KENDRICK. Well, that would be fine under these recommen-

dations, but I think it's the same story over and over and over in
terms of an implementation strategy. I think all of us on the task
force would have liked to have seen-"It's a great recommendation,
we've got the numbers, we've got the facts, and tomorrow morning
let's make the move." When you have a company that's in trouble,
you send out your top people and you stay on top of it and you kick
it and fight it until you solve the problem, and you don't sit around
and wait for Armageddon to take place.

Look at commissaries. Between 1978 and 1982, on an average an-
nualized basis, the number of stores for that period declined by 1
percent.

Senator SYMMs. Declined by 1 percent?
Mr. KENDRICK. The number of stores dropped by 1 percent. The

number of employees declined about 1 percent over that period on
an average annualized basis. Sales have increased right at the in-
flation rate. But the appropriated funds have been growing at a
real rate of about 4 percent. So it's costing more and more to run it
to provide basically the same thing. It's growing faster than infla-
tion. If a business would start seeing those trends going the oppo-
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site directions, we would realize we wouldn't be doing our jobs
much longer if we didn't get control of our operation.

So I think what we're really saying is to give us one store, take
the Pepsi challenge, so to speak, and compare and see what it is
you want to do. Go ahead and see how it happens and what works.
That's the only way you're going to prove the case for certain. It's
the same thing with PMA's. Work with one dam and we're going to
have to give it a shot. It's much cheaper financially for the Federal
Government to go in and subsidize the people getting the power
from Hoover, for example, over a 10-year phaseout than it is to
subsidize them and try to run the facility. So I think all of us
would take a subsidy if we could take that in the interim and put
that management back at the local level so the local people can re-
spond to the needs of the community.

Senator SYMMs. I think your idea of having a special office to
start pushing privatization ideas is a good idea. I have one more
question I want to get asked.

From what you said here this morning, it appears to me, as
someone who's gone through this gauntlet, and have had a hard
time trying to explain it-and I said some of the things I said about
the news media not in condemnation of any particular news jour-
nalists, but we have just a vacuum of appreciation of the humani-
tarian aspects of a free market and capitalism. People are taught
from the time they're little kids about the greedy capitalists out
there trying to exploit everybody. There was a game I saw the
other day in the stores where the consumers always lose and the
capitalist wins. Well, that's just totally an untrue situation, but yet
those kind of myths are allowed to perpetuate.

Now it's improved a lot in the last 3 or 4 years and maybe we
will see an evolution in a more positive way toward a more profree-
dom position, but the commissaries and the veterans' hospitals, if it
was handled right to show that it would give better delivery to the
end user, as you pointed out, Mr. Yunich; if you could make that
case out and if you could make that case out in the public on the
front end of it, that might be a place that it could be done easier
than with respect to like the MTA or the Bonneville Power Admin-
istration.

The Congress passed a resolution here last year that said they
can't even study raising their rates. That's what you are making
reference to.

Mr. KENDRICK. What does exist as Government policy basically
for using the private sector, any time you start to go into the area
to do the study-certainly in the military this has been the case for
the last 3 years, the rumor goes out that somebody may follow
OMB policy and conduct the study to find out just what the num-
bers are, what the story is, and somebody sticks a rider on a bill
late at night up here and then we're forbidden to even do the fi-
nancial study to find out the facts.

Basically, I think that's the most appalling thing because we
could find out it would be cheaper for the private sector to do it
and still not choose to do it, but at least let's play with all the facts
rather than stopping before we know the story.

Senator SYMMs. I wanted to examine these ideas about National
Airport and Dulles Airport. You're recommending that we lease
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those out to a long-term franchise on a competitive basis; is that
the recommendation?

Mr. KENDRICK. In the airport area we're actually talking about a
local quasi-public operation where a local group representing Vir-
ginia, Maryland, and the District of Columbia would have a board
that would have members appointed both from the political process
and on a private sector basis, very much the way the transit au-
thority handles it.

Senator SYMMs. Well, the operation of National Airport, is that a
money-losing proposition?

Mr. KENDRICK. National turns a slight profit. Dulles is a losing
operation. Back in 1981, to stimulate traffic, the FAA stopped all
landing fees at Dulles to increase usage, and it did increase utiliza-
tion. So when they give you the numbers on those airports, they
combine them and you get a break-even position.

Senator SYMMS. You also make the point about safety. Do you
think if that was operated by somebody besides the Government
that maybe the safety inspections would limit the number of flights
that come in and out of National? The way it is, when they have a
vote on it, there are more Congressmen from east of the Mississippi
who can ride on airplanes conveniently out of National than they
can from Dulles, so they just vote to not limit the flights.

Mr. YUNICH. There are three major airports in New York, Mr.
Chairman, Kennedy, La Guardia, and Newark, operated by the
New York-New Jersey Port Authority, and they are all operating
in the black. They have as heavy, if not heavier, schedules of
planes leaving and coming in as compared with National, and I
think it would behoove your assistants to have a look at the profit-
ability of those airports and the fact that those airports are able to
sustain themselves.

Just in the press yesterday there was quite a story about the
New York-New Jersey Port Authority becoming this tremendous
power base because they also operate-MTA operated the tunnels
within the City of New York and within the State of New York,
and the New Jersey Port Authority operated the bridges and tun-
nels between the two States. But they have operated in a quasi-
public fashion and without cost to the taxpayer and have managed
to keep improving these airports and providing all the services, in-
cluding all the safety, and this is what is, in effect, being proposed
for study with respect to Dulles and National. And I dare say, that
when one looks at the terminal in National Airport, having just re-
turned from Tokyo and other cities in the Far East with Peter
Grace, there's absolutely no comparison. When one looks at the ter-
minal in Atlanta and one looks at the terminals in New York City
or in Chicago or in San Francisco or Los Angeles-and this is our
national capital. It's a travesty to see the terminal here and these
others that I've cited are all operated by the kind of authority that
we're proposing.

Mr. KENDRICK. I think an additional point that I'd like to make
is that if we turned it over to the smaller authority in the area,
taking it off the Federal books, we wouldn't have 535 members of
the board of directors and we could get it down to 20 members of
the board of directors who could make decisions on where the air-
port needs to be in 10 or 15 years in terms of safety, length of run-



130

ways, radar and the terminal building, and set those plans out and
go after the bonds or whatever they need to issue the bond pro-
gram and raise the money and make those improvements.

As it is now, the annual appropriation process is considered a hot
point and it's very difficult to make long-term plans for National or
any other facility. And we could get a better, faster decision proc-
ess which would guarantee that National could catch up. It also
means that we could let that board find out exactly what the land-
ing fee ought to be there. Fore example, at La Guardia in 1981, the
landing fee for 1,000 pounds was $1.85. For National, we're running
it at 43 cents. So they are not even making their top revenue be-
cause of their 535 directors who are all in a difficult position. So
let's let people who know how to run airports do it and let the gen-
tlemen who understand the political process run the decision proc-
ess at the Capitol. That's what America is about.

Senator SYMMs. I think there's a better chance to do that now
that Highway 66 is completed because it is very easy to get to
Dulles now from the Capitol; and it wasn't so when all those votes
took place. The inconvenience for Members of Congress was prob-
ably the primary reason why the airport has been controlled like
this. Congressmen want to be sure that they can get in and out
conveniently to all these points where flights from National go.
Some of us go further West and it isn't quite as much concern be-
cause we can fly out to Salt Lake or Denver and those flights nor-
mally run out of Dulles anyway.

You've been very patient, all of you, and I have one last question
I want to close with, and that is the question that will come up as a
result of this discussion-and I'm sure I will be asked about it-
with respect to commissaries, with respect to veterans' hospitals,
contracting out. We didn't get into the space question which you
talked about in your testimony. But one of the political problems
we run into is that when private procurement takes place. Take for
example the story normally in the news media attacking the Pen-
tagon; so the Pentagon by nature gets more criticism than some
other agency. But be that as it may, it is just a fact that there are
political points to be gained in attacking the military-industrial
complex.

But how do you deal with the alleged abuses for contracting out?
For example, you always hear about the $12 wrench that costs 50
cents or the $91 screw that they bought that they really should
cost 20 cents. How are we going to control alleged abused in con-
tracting out? Is there a mechanism that would be built into this
other than just the market system? How are you going to do this
without having immediately, on the first try, have some kind of
abuse take place and then all the efforts just get shot down?

Mr. KENDRICK. Well, one of the important aspects to understand
on many of those cases that, to the Defense Department's credit, it
was their audits that found the $19 wrench and so forth.

Senator SYMMs. Right. That's what I've said many times over.
Some Secretary of Defense some day is going to get credit for some
of the things that he is doing.

Mr. KENDRICK. I think it's very harsh on Secretary Weinberger
to be taking the heat for an abuse that he uncovered and reported
and is trying to fix. But in many of those cases you will find once
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again that we've got an information gap problem. The reason I
harp on that more then some of the others is because I chaired
that report and I'd like to push that too, and it really impacts on
privatization and is really linked to it.

Many of those hammers, screws, and wrenches were in situations
that to get the program, to get the appropriation in place, to keep
the cost down, we didn't buy the technical rights on the data on
exactly what is the size of the screw or what is the size of the
hammer. We didn't pay a small fee for them to make that decision
and release that information to the Government. Consequently, we
start building a particular jet engine under an exclusive contract-
we've started to change that now with dual sourcing-but a single
contract for one engine but we don't get the technical data for
later-year replacement. So they are the only ones that even have
the specifications. We don't even have the proper information to go
out in the marketplace and say, "Does Handy Dan have this screw
so we could buy them?" We don't know. We blind ourselves going
in.

Senator SYMMS. So the Government created a monopoly for the
supplier of the aircraft in the first place.

Mr. KENDRICK. That's right.
Senator SYMMS. So through the process of the Government pro-

curement system, they gave a monopoly to, say, McDonnell Doug-
las to supply for phantoms.

Mr. KENDRICK. That's correct.
Senator SYMMS. And they didn't leave the door open so that they

might buy those parts from Sears Roebuck or something?
Mr. KENDRICK. That's correct. Under our view of privatization,

we would foster a competitive marketplace. You would have every
store and it might be hundreds of different companies that would
go into the 238 commissary stores. The last thing we are interested
in in the privatization issue is creating any kind of false monopoly
because when you do that you get the $91 screws.

Senator SYMMS. I always thought it's kind of a fascinating story
but a true story that when Maj. George S. Patton was a young tank
battalion commander in France in the First World War, he
couldn't get the parts for the tanks through the Army procurement
system. Since he was a man of substantial wealth, he bought the
parts privately through Montgomery Ward and Sears Roebuck-be-
cause tanks were less complicated than, and they said that he
would never disclose publicly how much money he spent of his per-
sonal fortune to buy parts for the first American tank battalion
that was used in France.

I thought that was a fascinating story. Patton, in his view of the
Education Age where officers often times outfitted their own units,
he thought that was perfectly fine. He did what he could afford,
since he could, and he never would disclose to the press how much
money he spent buying parts for those tanks. He just bought them
from the market.

I don't know whether that's possible today or whether we could
do more off-the-shelf purchasing for the military, but I sometimes
wonder if we don't have overly restructive specifications. That's
where a lot of this comes from, from the military specifications
that are so technical.
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Mr. KENDRICK. You have a combination. For example, the specifi-
cation for Worchestershire sauce is 17 pages long.

Senator SYMMS. The military specs for Worchestershire
sauce--

Mr. KENDRICK. They are 17 pages long.
Senator SYMMS. You've got to be kidding. And we actually have a

military spec for Worchestershire sauce?
Mr. KENDRICK. Yes. We do for toothpicks, too. We don't buy them

off the shelf.
So that really makes a complicated procurement process. So you

have that problem operating along with setting up a monopoly or
not having information on what it is you really want to procure in
the outyears, and you hit yourself coming and going.

Mr. YUNICH. Just managing the inventories, there are no MIS
systems. In a typical department store, there are 400,000 SKU,
stockkeeping units, and toothpicks would be one of them. Through
the use of modern merchandise information systems, they can tell
how many toothpicks are on hand in each one of their stores and
they can tell who the alternate suppliers are and what the costs
are and, most importantly, what the turnover rate is. I think if you
would examine some of the storerooms you would find an 85-year
supply on some items and yet they have a 17-page specification for
what has to be in that product.

Mr. KENDRICK. I think in looking at this issue that it's important
to note that we are looking at this issue that it's important to note
that we are looking at, for example, the screws or the wrenches,
they give you a price to sell and give them a monopoly and it's
very hard not to take everything you can get.

But in privatization what you're looking at is giving, say, a com-
missary store operator an opportunity to make a profit and he can
make that profit only if he can get people to come to his store, and
that's by being very competitive on the pricing, the hours, and the
product lines. So he knows his contract will be up for renewal and
it must be rebid and if he doesn't look for the hardest, toughest
way to run that store and make it the most tightly run operation
he can, somebody is going to beat him. And that's what privatiza-
tion is going to do for us in putting the competitive marketplace
together.

That's also not to say that any one of us denies the fact that we
will have problems if we have privatization programs. It's not
going to be the easiest thing that we've ever tried to undertake.
The eight issues we talked about, the $28.4 billion, that's not even
counting the fact that we just counted the first 3 years, and when
we talk about the outyear benefits we're talking about $40 billion
over 5 years time. It's worth going to the trouble if we could save
that money.

Senator SYMMS. And there isn't any of these eight suggestions
that you're making, saving $28 billion, that would in any way pass
on any special tax privileges to the people who would take them
over either?

Mr. KENDRICK. That's correct.
Senator SYMMS. There's not tax benefits involved in any of those

eight items?
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Mr. KENDRICK. In the NSTS issue, we have made a recommenda-
tion to enter into certain R&D areas it might be a way of getting
that done more quickly to offer certain tax benefits, but the core
issues, no, special tax benefits.

Senator SYMMS. That's something we need to make very clear
here for our record.

Well, I thank you very much. We may have other questions. We
will send them over to J.P. Bolduc and maybe they could forward
them on. We thank you so much for your interest and your efforts
and the contribution that you've made. I only hope the Congress
will follow through on some of these recommendations and give the
country an opportunity to maybe reverse these problems. Perhaps
if the Pentagon didn't have to be concerned with running four
major grocery chains, for example, then they could concentrate
more on some commonsense applications-and not dwell on the 17-
page specification for Worchestershire sauce. They could concen-
trate just on the general procurement procedure, and we might be
able to do more and apply some management abilities. What wor-
ries me-I always come back to this conclusion-the only way you
can ever cure these things as long as you leave the Government
bureaucracy in place is reduce expenditures. But when we talk
about national security, there becomes a tradeoff at some point
where we have to spend enough money to be sure that we still
have the airplanes that will fly and the ships that will defend the
sea lanes of the world and operational equipment for the military
units, sometimes at a great expense. And I have to admit that I'd
like to spend less money at it, but I don't want to end up in second
place with respect to the Soviets because the way we're heading
with our budget being massively consumed by entitlement spend-
ing programs, we will end up-if we keep going at the rate we've
been going for the last 15 years of reducing defense expenditures so
we can have more money for social services-we'll be a giant wel-
fare state in the world that's run by the Soviet Union in very short
order. The President has reversed that trend somewhat, but I think
his efforts are certainly under fire because of the big deficits, and I
think you have offered a real contribution here and I thank you for
it.

The subcommittee stands in recess.
[Whereupon, at 12:20 p.m., the subcommittee recessed, to recon-

vene at 9 a.m., Wednesday, May 30, 1984.]
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The subcommittee met, pursuant to recess, at 9 a.m., in the Gold
Room, Idaho State Capitol, Boise, ID, Hon. Steven D. Symms (chair-
man of the subcommittee) presiding.

Present: Senator Symms.
Also present: Steve H. Hanke, professional staff member.

OPENING STATEMENT OF SENATOR SYMMS, CHAIRMAN
Senator SYMMS. The Subcommittee on Monetary and Fiscal

Policy will now convene. The subject of our hearing today is the
Privatization of the Federal Government.

This is the third hearing we've had in a series of hearings on pri-
vatization before the Subcommittee on Monetary and Fiscal Policy.

The first two hearings were held in Washington, DC, on May 1
and May 2, 1984. They focused on the Grace Commission's report
on privatization. Witnesses at those hearings included Mr. J. Peter
Grace, Chairman of the President's Private Sector Survey on Cost
Control, PPSS; and J.P. Bolduc, chief operating officer of the PPSS.
And three members of the PPSS task force on privatization: Mr.
David Y. Yunich, retired vice chairman of R.H. Macy & Co.; Keith
S. Kendrick, assistant to the president of Chemed Corp.; and Eben
Pyne, retired senior vice president of Citibank.

These three witnesses concluded that there is a massive waste in
the Federal Government. In fact, the PPSS found that it will
amount to about $425 billion over the next 3 years. The privatiza-
tion of Government assets and services offers a new, innovative
and proven method of controlling waste. And that the taxpayers of
the United States, who are fed up with Government waste, in-
creased Government spending and regulations, and ultimately in-
creased taxes, should not focus their ire on public employees. In-
stead, taxpayers should be focusing on the source of our problems,
and that's the system of Government ownership. It is Government
ownership that is the source of the problems.

If we wish to put the consumers back in the driver's seat of our
economy, we must begin to privatize public assets and service func-
tions and depoliticize our economy.

(135)
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Given the importance of privatization, I am pleased to be able to
hold these hearings in Idaho to further explore this new concept
which is already beginning to work so well at the State and local
level.

Today we are particularly pleased that we have one of Idaho's
most distinguished native sons, Mr. William Agee, with us. He will
address the privatization issues contained in the Grace Commis-
sion, of which he was a member. He performed an analysis of all of
the Government computer systems for the PPSS, and we'll have
many questions with respect to that and other facets of the Grace
Commission.

In addition, we have one of Idaho's most well-respected citizens,
the retiring chairman of CH2M Hill, Mr. Earl Reynolds. We have
Mr. R.M. Davidson from Pasadena, CA, the Parsons Corp., who has
had a great deal of experience in the privatization of public facili-
ties, such as water control, pollution control, and other cleanup ac-
tivities. We have Mr. Richard Christensen from the investment
banking industry in Salt Lake City with us. These gentleman will
discuss the concept of privatization and how it is being applied to
the field of constructing and operating the so-called public infra-
structure.

I might just make a note to say that one of the classic examples
that came out of the Grace Commission-Mr. Agee, we know you
have to return to New York this afternoon. We welcome having
you here. It was interesting to note that the Grace Commission
report, which is worth $76 million in services contributed by 1,200
participants, made more than 2,500 recommendations of places
where the Federal Government could save money and reduce
waste. We could save up to about $424 billion, with the total recom-
mendations. It was a voluminous report. The fear that I have as a
member of the Senate is that the report will end up in the dust bin
of some Government warehouse and be put aside and nothing will
ever come of it. We need a concerted effort to keep alive all of the
good work that was done by the Grace Commission.

They printed up a summary of the Grace Commission report,
which sells for $48.50 at the Government Printing Office. Now, if
you'd rather have a less expensive version, the MacMillan publish-
ers reprinted it at $9.95. So I think that's a good example of ways
we could save money for taxpayers, by allowing such firms as Mac-
Millan to do more of the Government printing. In the long run it
would be less expense for the taxpayers.

Bill, we welcome you here to your hometown of Boise. We know
you've come a long way to get here. We thank you very much for
being here to bring this report of a very important commission to
the people here in Idaho. You bring us fresh hope that the Con-
gress and the administration will straighten out the Federal budget
and the deficit without just raising taxes. So please go right ahead.

STATEMENT OF WILLIAM J. AGEE, CHAIRMAN, SEMPER
ENTERPRISES, INC., OSTERVILLE, MA

Mr. AGEE. Thank you, Mr. Chairman. I am very pleased to
accept your invitation to address the work of the Grace Commis-
sion and to identify the potential for major, if not massive, savings
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from the transfer of some of the Government activities to the pri-
vate sector. We call this privatization. I very much applaud your
effort in this regard.

My name is William Agee and I was cochairman, along with
Joseph Alibrandi, chief executive officer of the Whittaker Corp. in
California, and Donald Procknow, president of Western Electric Co.
in New Jersey. We were the cochair for the task force on automat-
ed data processing and office automation for the Federal Govern-
ment. Presently I am chairman of Semper Enterprises, located in
Osterville, MA, and I was formerly the chairman and chief execu-
tive officer for the Bendix Corp.

Prior to discussing privatization, and more specifically the auto-
mated data processing area, I'd like to just take a couple of min-
utes, if I could, for a quick review on what was the Grace Commis-
sion, what was it all about and what were some of the findings.

As many of you may know, in February 1982 President Reagan
decided that it would be useful to have a study of the executive
branch of the Government by members of the private sector. He in-
vited, as the chairman indicated, J. Peter Grace to head this effort,
hence the name the Grace Commission.

The President, as well as many citizens in this country, are very
concerned about the tremendous increase in the costs of operating
the Federal Government, which has gone up almost sevenfold since
1964, from a modest $119 billion to $854 billion for 1984. I'm sure
many of us in this room share that concern.

Well, on June 30, 1982, the President's Executive order was
issued and the PPSS was formed. There were 161 executives who
had been recruited from the private sector and they worked as co-
chair for 36 different task forces. Each task force was assigned to
examine one or more of the agencies or departments of the Govern-
ment or some functional area which cuts across all sectors of Gov-
ernment, such as procurement and asset management, and yes,
computers and communications. In addition, 11 special reports
were prepared by the Grace Commission management office to ex-
amine areas of special interest.

In organizing this effort, the private sector was requested to fi-
nance the entire survey. Accordingly, more than 2,000 volunteers,
36 of whom were associated with the Bendix Corp., and other com-
panies of the executive committee members, and $3.4 million were
raised by these people. A special foundation was set up to handle
the financing, and we were underway. In total, the private sector,
in terms of money, time, travel expenses, contributed $76 million to
this effort, all privately funded.

The 47 task forces and management office reports consists of, as
you might expect, 20,000 pages of material, 1.5 million pages of
supporting documentation, and they included 2,478 very specific
recommendations that were all submitted to the President.

The areas of program waste and inefficiency, and most impor-
tantly, systems failures account for $312 billion, or almost three-
quarters of the $424 billion total savings identified in those reports,
as summarized on the following page, which I'll touch on in a
moment.

But the thing that's most interesting for me to note and to un-
derline is that the joint review by two congressional areas or execu-
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tive areas, namely, the General Accounting Office and the Congres-
sional Budget Office, looked at all of these recommendations and
after only reviewing 11 percent of these specific recommendations
concluded that the 3-year savings for those programs that they
looked at would only be-these were their words, would only be $98
billion over a 3-year period of time. This, again, as I underlined,
they only looked at 11 percent of the recommendations that were
carefully put together.

Well, ladies and gentleman, what more can I say to you than
when we have a budget deficit in this country of $200 billion, we
are constantly talking about how much should our taxes be in-
creased, or how much should our defense spending be cut, or how
can we get away from this insidious problem? You have a group of
private citizens who gave their time and effort to come up with a
program that they honestly feel will generate over $400 billion in
savings in 3 years. The math is pretty simple. That works out to be
about $130 billion a year. The Congressional Budget Office looks at
it and the GAO looks at it and they say, "No, we think you're
wrong," but they only looked at 11 percent of our recommenda-
tions, and they say you're only going to save $90 billion. You divide
that by three, that's $30 billion a year. And yet, we have thousands
of rooms around this country where people don't even know what
the Grace Commission was, and they don't have any idea what the
recommendations were, let alone the magnitude of these.

So if we did nothing else today in other rooms like this around
the country to raise the American's consciousness level to this
problem that has been fought about for years by the citizens of this
country, and have now been documented by objective, disinterested
people from the private sector to show that we can save, by Con-
gress budget office admission, at least $30 billion, and by our rec-
ommendations, over $100 billion a year, and people don't talk more
about the Grace Commission and what's being done to implement
this change and that change and the other kinds of changes as op-
posed to talking about let's just raise taxes, we do have a serious
problem in this country. We have a check and a balance by the citi-
zens who put it forward. We have the Congress who looked at it
and said, "Yes, we think it's going to be at least $90 billion," only
looking at part of it, so I suggest to you to look closely at this. This
is a meaningful document. This is a meaningful study, and if we
would only implement part of it, it would go an important way of
closing the budget deficit that we all agree, Democrats, Republi-
cans, and Independents alike, is the underlying most insidious
problem facing this country.

Now, to be specific, what I'd like to do just for a few minutes is
to talk about the findings of the automated data processing and
office automation task force which, as I mentioned, I cochaired. At
present, there is no function of the Federal Government, adminis-
trative, scientific or military, that is not dependent on the smooth
functioning of computer hardware and software. We have in our
Federal Government over 17,000 computers and a work force of
more than 250,000 people. Federal systems operations dwarf those
of even the largest private sector companies imaginable. The Fed-
eral inventory lists over 6,000 general purpose or administrative
systems and almost 11,500 special purpose systems.
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From the massive transaction-processing activities in agencies
like our friends at the IRS and the Social Security Administration
to the military command and control systems, the Government ab-
solutely depends on automated data processing systems, and they
commit large amounts of resources to acquiring, and more for oper-
ating these systems. About 41 percent of the Federal data process-
ing budget is allocated to personnel resources. By comparison, in
the private sector only 36 percent of the private sector budget in
this area is allocated to personnel. The private sector also spends
less of its data processing dollars on software, only 10 percent. The
Government is spending almost 19 percent, and more on hardware.
The Government is spending 31 percent, while in private industry
we spend 21 percent, and I'll explain why in a moment.

Although the differences in resource allocation may be due to
differing data processing aids among the various departments, Ag-
riculture, Commerce, the White House, whatever, it very much in-
dicates the inefficiencies of the ADP function of the Federal Gov-
ernment. This possibility, I would say strong probability, strongly
supports the rationale of all of our task force's efforts. Despite the
fact that ADP pervades the functioning of all aspects of the Gov-
ernment, the estimate-and this is an estimate, it wasn't docu-
mented by them of the ADP expenditure-is only $12 billion, about
1.6 percent of the total Federal budget, but the ADP clearly has
the potential of saving far in excess of these annual expenditures.

Why do I say that? This great country of ours has 332 incompati-
ble accounting systems-332 incompatible accounting systems.
They have 319 incompatible payroll systems. When I say incompat-
ible, if you'd spend a little time in financial areas or are a CPA and
have done work like this, and some of you in this room are, you
know what a nightmare incompatibility is.

It costs.the Army $4.10 for every payroll check processed. In the
Bendix Corp. it cost us $0.60 per check. We have a few people in
the Army, and if you multiply biweekly three times $3.50, that's a
lot of money just on that little item. But there's more.

Our data processing systems throughout the Government, with
the possible exception in certain areas in the Federal defense area,
are obsolete. They are not one generation behind, they're two gen-
erations behind. We have identified in our task force, and I say this
conservatively, because we wanted to have credibility and we
wanted to be able to defend each and every number, we believe
that if our recommendations just in the automated data processing
area were implemented that we would realize $29 billion in savings
over a 3-year period of time. As that $30 billion almost is made up
of $11.1 billion identified in the Government-wide opportunities for
savings, and $18.4 billion identified by other task forces and report-
ed in individual task force reports on opportunities for specific
agency changes. We've netted out that $18.4 billion so it wouldn't
be double counted. But if you put under the heading of automated
data processing, what could we say and what could we enhance this
country's bottom line, less taxes, more income to the Government,
you're looking at $30 billion just in the area of computers.

What's the proof on that? Well, of those 17,000 computers I
talked about a minute ago, over half of those computers are so ob-
solete that they are not serviced by the manufacturers any longer.
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We are running payroll checks, social security checks on computers
that went out of style, fashion, and were economically nonviable 15
years ago. It takes 3 years to buy a new piece of hardware in the
computer area for an agency that doesn't know how to get through
the Government labyrinth. Any of you who follow the computer
business know that hardware is obsolete sometime between 6 and
18 months, which means by the time the request gets the approval,
that manufacturer has already gone on to the next generation of
equipment. So the manufacturers kind of like this because the Gov-
ernment ends up buying their obsolete inventory at prices that
were retail a few months before.

Well, you know, when you get unhappy and you see this waste
take place-and these are only specifics, you don't have time to
listen to all of them this morning-you say what can you do about
it, because it is a problem, it is real, it is documented. I have no
axe to grind, except that I want this country to run better, and I
know these numbers are right in just this little area. You can
blame it on lots of things, but let's talk about some specific ways
that perhaps we can help with the solution.

It would obviously be easy to conclude that bureaucratic reform
aimed at making the bureaucratic-all those bureaucrats there
behave like business people, that would be the way to do it. Some
would even suggest that the replacement of bureaucrats with busi-
ness people would solve the problem and eliminate all this waste
and all this inefficiency and everything that we've been talking
about.

However, unfortunately, in the political and practical world that
we live in, it's not practical to do all of that, nor would it be fair
and equitable to those people in Government who have devoted a
good bit of their lives in this area. So the problem is only partially
those people, those people who are in the public bureaus and agen-
cies. The point is that the system of public ownership is the princi-
pal source of the problem that we're talking about.

The key to understanding much of this waste and inefficiency
that was uncovered by the Grace Commission is to understand the
fundamental difference between private and public sectors. I want
to look just for a moment at the difference, what drives a profit-
seeking enterprises.

A private firm's ultimate objective, whether you run a television
station, an automotive company, a newspaper or a hot dog stand,
those people are driven by a profit. Consumers determine what is
of value, so a private firm must answer to the consumer. If a firm
produces products that are not wanted at the going market prices,
they either don't make a profit or they don't make a profit and go
out of business. In addition to producing what consumers want, pri-
vate firms must also produce their products in a cost effective way,
since if they don't, if they don't operate cost effectively, they're not
going to compete and they also will go out of business and not
make a profit.

So the real bosses who we are accountable to are the consumers.
So with the profits as an objective, entrepreneurs are going to at-
tempt to produce what the consumers want at the price they're
going to pay. Moreover, if business people fail to provide the most
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efficient production practices, they're going to be replaced by
others. That's pretty fundamental stuff.

That's clearly not the case with public agencies and bureaus.
They don't have profits and losses. In short, they don't have a
bottom line. In short, they are basically unaccountable to anyone.

A business person is judged by whether he or she has generated
a profit or loss. This profit and loss calculus is unavailable when
resources are publicly owned. Rather than being judged by profits
and losses, a public sector bureaucrat is judged by whether he or
she has followed the rules. Without having to answer to profits and
losses, the civil servant is close to being ignorant of whether suita-
ble means have been used to produce whatever is being produced
by the public sector. Without private ownership, the objective of
pursuing profits and the profit and loss calculus, the civil servant
is operating like a person who is forced to spend his life virtually
blindfolded. So therefore, if it's efficiency that we desire, we must
rely on private ownership to a greater degree in the profit and loss
system.

The implications of this, of course, are rather profound. If we
want to eliminate waste and inefficiency in many of these areas
that we identified and documented by the Grace Commission in a
practical and in a humane manner, we should consider privatiza-
tion and begin to turn Government functions, not all of them, by
any means, but many of them, over to private enterprise. It is time
that we unburden the State and return those activities to the pri-
vate sector.

I have a couple of specifics, and later today the chairman and
others should be talking about other areas of privatization where
this has worked, and let me just give you a few examples. There's
some cities and towns in this country where this exact process has
worked and worked very effectively. In certain countries in Europe,
whether it be Great Britain or Italy, certain areas of these are
working well. In France there are certain areas where government
has taken over functions and then turned them back to private en-
terprise and they're running better, most cost effective, and a lost
less costs for the consumers.

I could spend more time on it, but what I'd like to do is talk just
a moment about the privatization of certain areas of the computer
area, where might we begin, where might we just try a couple of
experiments so we don't go there all the way. Let's start to look at
the Social Security area as an example. In the Social Security area,
which I've already identified as being one of the most obsolete, in
the dark ages in terms of the way they send our Social Security
checks, their backlog right now would scare most people. Let me
give you a few statistics.

Right now their gross workload is 5,000 control processing units,
and any of you who like computer buzzwords, that's called CPU's.
They have 5,000 of those per month. However, the maximum ca-
pacity of their computers, their outdated computers, is 3,000 CPU's
per month. Their current staffing levels are sufficient to support
2,000 hours per month, based on a 40-hour workweek. So they're
going 7 days a week, 24 hours a day, three shifts just to keep up. If
you saw how they had to patch together their software and how
close some months they come to not hitting the mails on time for

38-507 0 - 85 - 10
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the Social Security checks, you would say that something needs to
be done here.

Well, let's try something. Let's take and have a competitive
market situation where private firms who do remain technological-
ly up-to-date are given an opportunity to take this overload and
privately contract out the overload of the Social Security Depart-
ment. It's a problem that they have. Let's send it out, subcontract
it out, and then let's see how efficient private enterprise can be.
It's not taking it all away, it's a transition. My suspicion is that if
we were to do this, we would see drastic savings, efficiencies, and
all of the things we've talked about, but let's try that there.

Another area where experimentation, not going all the way, but
at least letting people know that this isn't just some idealistic
theory, would be to take the inventory control systems in the De-
fense Department, which is another area I'm quite familiar with.
The DOD reported total repairable and consumable inventories of
about $40 billion in September of 1981, and we have every reason
to believe it's substantially more than that today. Those invento-
ries are stored in 30 different places around the distribution depots
around the world. The DOD has long recognized the need for better
inventory control systems-I'd say an inventory control system,
and they say better, and that's okay-the use of automated report-
ing and processing techniques used in the private sector, the DOD
is unable or unwilling to implement a modern approach to invento-
ry management.

Here again, I believe that the public employees and the DOD
don't have that profit and loss incentive that exists, and that's a
large reason why the inventories are not managed in a business-
like manner. We hear. a lot these days about a 5- or 10-cent bolt
that's costing the Government $9 or $90, and other things have
been publicized, but we don't hear enough about how that 40, 50, or
60 billion of inventory that isn't being managed, how much the
excess is, how much the obsolete is, and what the carrying costs on
that are.

Just for instance, let's suppose that 20 or 25 percent of that in-
ventory doesn't need to be on hand. It can be at the manufacturer's
level. That's a modest, you know, 10, 15 billion, and at 12, 15 per-
cent interest, that adds up to just about a modest billion and a half
dollars that's being lost all because we don't have a good inventory
control system.

Well, consequently, and I'll sum this up quickly, private firms
have all their lives and all their lives in the future been pushed
very much in the pursuit of profits and the pursuit of excellence
and the pursuit of efficiency. They manage their inventories effec-
tively. If we can save just on that experiment $150 million as a
modest number over a billion, we can show again how private en-
terprise, not taking over Government, but helping Government
become more efficient, could again solve part of our deficit prob-
lem.

Well, armed with this Grace Commission and this little peek
under the tent today of the area that I had the good fortune to
spend some time with, I hope the public will be more aware of the
massive and abusive wastes in Government that absolutely can be
documented beyond a shadow of a doubt, and a plan that's not dis-
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ruptive, is transitional, but not disruptive, to move this area to
more efficiency. The public has to realize that the system of public
ownership and bureaucratic management is to blame. If we wish to
rid ourselves of part and hopefully someday all of this waste, we
should go to one of the sources, and we should eliminate, where
practical, those areas of public ownership where we can very prac-
tically and very humanely introduce private enterprise to show the
way.

By doing this, we're going to put the consumers back in the driv-
er's seat, and we're going to put the profit and loss discipline back
into our economy. Most importantly, we're going to put this coun-
try back on the path of becoming more efficient, more effective,
and less burdened by the terrible budget that is an albatross
around all of our necks.

Mr. Chairman, I've appreciated the opportunity to be with you
today to testify before your joint economic subcommittee. I very
much applaud your efforts and your colleagues' efforts. I was very
proud to be part of this, and I hope very much that your efforts are
successful, because in my judgment privatization is a proven way
to solve the problems that accompany public ownership. The only
way to ensure that privatization will be the policy adopted is to
educate the public, and it will take time, and gain their trust and
support for privatization. No policy, however well-founded and logi-
cal, can succeed without public support, and I believe that your ef-
forts and the efforts of others will help to generate this support. I
thank you very much.

[The prepared statement of Mr. Agee follows:]
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PREPARED STATEMENT OF WILLIAM J. AGEE

Mr. Chairman, I am pleased toaccept your invitation to

address the work of the President's Private Sector Survey on

Cost Control (PPSS) and to identify the potential for major

savings from the transfer of some of the Government's activi-

ties to the private sector -- privatization.

My name is William Agee and I was Co-chairman -- along

with Joseph Alibrandi, President and Chief Executive Officer

of the Whittaker Corporation and Donald Procknow, President

of Western Electric Co., Inc. -- of the PPSS Task Force on

Automated Data Processing/Office Automation (ADP/OA). Pre-

sently, I am Chairman of Semper Enterprises, Inc. and was

formerly the Chairman of the Bendix Corporation.

Prior to discussing privatization, let me provide a

brief overview of PPSS's formation, organization, and conclu-

sions, as well as the conclusions of the Automated Data Pro-

cessing/Office Automation Task Force.

Review of the PPSS

President Reagan decided in February 1982 that it would

be useful to have a study of the Executive Branch of the

Government by members of the private sector)and he invited

J. Peter Grace, Chairman and Chief Executive Officer of

W. R. Grace and Co., to Chair the PPSS. The President felt

a survey would be useful in identifying inefficiencies, over-

lap, and waste in the operation of the executive departments
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and agencies. The President is very concerned about the

tremendous increase in the cost of operating the Federal

government, which has gone up almost sevenfold since 1964,

from $119 billion to $854 billion for 1984. I share his

concern.

On June 30, 1982, the President's Executive Order was

issued establishing the PPSS, and work began to organize

the 161 executives who had been recruited from the private

sector into Co-Chairmen of 36 different Task Forces. Each

Task Force was assigned to examine one or more of the depart-

ments or agencies in the Government or some functional area

cutting across Government, such as procurement and asset

management. In addition, 11 special reports were prepared

by the PPSS Management Office to examine areas of special

interest.

In organizing this effort, the private sector was requested

by the President to finance the entire survey. Accordingly,

more than 2,000 volunteers from the companies of the Executive

Committee members and others, and $3.4 million were raised

from the private sector to pay for the central administrative

expenses of the project. A special Foundation was created to

handle the financing of these administrative costs. In total,

the private sector contributed $76 million to the survey in

people, services and travel, equipment, materials and supplies.

The 47 Task Force and Management Office Reports, consisting

of over 20,000 pages of material, 1.5 million pages of support-

ing documentation, and including 2,478 recommendations, have



146

all been submitted to the President.

The areas of Program Waste and Inefficiency, and Systems

Failures account for $312.2 billion, or almost three-quarters

of the $424.4 billion total savings identified in those

reports, as summarized in the following.

(Chart on following page)
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PRESIDENT'S PRIVATE SECTOR SURVEY ON COST CONTROL (PPSS)

RECOMMENDED SAVINGS
OVER A 3-YEAR PERIOD

$424.4 BILLION

($ Billions)

Program Waste (443 Recommendations) $ 160.9

- Subsidy Program Expenditures

- Lending Programs and Debt
Collection Activities

System Failures (1,152 Recommendations) 151.3

- The Information Gap

- Government Finances

Personnel Mismanagement (422 Recommendations) 90.9

- Compensation

- Retirement Plans

Structural Deficiencies (211 Recommendations) 12.7

- Central Financial and Administrative
Management

- Management Tenure in Key Positions

Other Opportunities (250 Recommendations) 8.6

2,478 RecommendationsTotal $ 42 4 .4
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Review of the PPSS's
Automated Data Processing/Office Automation Task Force Report

Now, allow me to briefly review the findings of the PPSS's

Automated Data Processing/Office Automation Task Force, which

I co-chaired with Messrs. Alibrandi and Procknow.

At present, there is no function of Federal Government --

administrative, scientific, or military -- that is not dependent

on the smooth functioning of computer hardware and software.

With over 17,000 computers and a workforce of more than 250,000,

Federal systems operations dwarf those of even the largest private

sector users. The Federal inventory lists over 6,000 general

purpose or administrative systems and almost 11,500 special

purpose systems.

From the massive transaction-processing activities in

agencies like the Internal Revenue Service and the Social

Security Administration to military command and control systems,

the Government depends on automated data processing (ADP) systems

and commits large amounts of resources to acquiring and opera-

ting these systems. About 41 Percgnt of the Federal data

processing budget is allocated to personnel resources. By

comparison only 36 percent of the private sector budget is

allocated to personnel. The private sector also spends less

of its data processing dollars on softward (10 percent) than

the Federal Government (18.8 percent) and more on hardware --

31 percent versus 20.8 percent for the Federal Government.

Although the differences in resource allocation may be due
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to differing data processing needs, it could also indicate

inefficiencies in the ADP function of the Federal Government.

This possibility strongly supports the rationale for this Task

Force's efforts. Despite the fact that ADP pervades the func-

tioning of almost all aspects of the Government, the estimate

of Federal ADP expenditures is only $12 billion, about 1.6

percent of the total Federal budget, but ADP has the potential

for savings far in excess of these annual expenditures.

It was the task of the Automated Data Processing/office

Automation (ADP/OA) Task Force to identify opportunities for

cost savings, cost avoidance, and operational improvement

across Government. As a functional, crosscutting task force,

the ADP Task Force focused on six areas: ADP management, ADP

acquisition, general systems resources, teleprocessing, office

automation, and personnel. To identify potential cost savings

on both an agency-specific and a functional basis, the Task

Force operated as a matrix organization. Task Force members

were assigned to one of five functional area subcommittees.

In addition, Task Force members were assigned to act as

liaison to various PPSS agency task forces in order to make

use of their ADP-relevant information.

The Task Force identified over $29.5 bifLion in potential

net cost savings and revenue enhancement over the first three

years. The $29.5 billion in savings and revenue enhancements

is composed of:
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O $11.1 billion identified by this Task Force in

Government-wide opportunities for savings, and

O $18.4 billion identified by other PPSS task forces

and reported in individual task force reports on

opportunities for specific agency savings and

revenue enhancements. These opportunities are

selectively repeated in this report to heighten

an awareness of the significant potential available

across Government and to place the ADP/OA opportuni-

ties in perspective. This $18.4 billion in oppor-

tunities were netted out in the President's Report

to avoid double counting.

It should be noted that these savings are substantially

in excess of total current data processing cost. (This is

because much of the savings will accrue from substitution of

data processing functions for more expensive manual operations,

producing cost savings, revenue enhancement, and improved

efficiency.)

Reflections on PPSS

The PPSS clearly revealed and carefully documented the

fact that, when measured by traditional private sector stand-

ards, waste and inefficiency occur in virtually every Federal

program. This is not too surprising. After all, any ordinary

citizen who compares the operation of a public bureaAor agency

with a private firmfioperating in a free enterprise, profit and

loss systems would, too, discover that bureaucratic management
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is wasteful, inefficient, slow, rolled up in red tape and

hopelessly out-dated.

It is easy to conclude that there should be bureaucratic

reform aimed at making the bureaucrats behave like businessmen.

Some would even suggest that the replacement of bureaucrats

with businessmen would solve the problem and eliminate the

waste, inefficiency and so forth.
- -

However, these s ions are not sensible and are, in

fact, unfair. The problem is not with those who man the

public bureaus and agencies. The point is that it is the

system of public ownership, not the bureaucrats that am the

source of the problems that the PPSS documented. Actually,

the bureaucrats are just as much the victims of public owner-

ship as anyone else.

The key to understanding the waste and inefficiency

that was uncovered by the PPSS is to understand the fundamental

difference between government and profit-seeking private

enterprise.

Let's look for a moment at what drives a profit-seeking

enterprise. A private firm's ultimate objective is to make

a profit. This means that the private firm must produce what

consumers desire. Consumers determine what is of value, so

a private firm must answer to consumers. If a firm produces

products that are not wanted at the going market prices, then

the firm cannot make a profit and it is doomed. In addition

to producing what consumers want, private firms must produce
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these items in a cost-effective way, since firms that do not

operate in a cost-effective manner will be unable to compete

and will, therefore, be unable to make a profit.

So, the real bosses in private markets are the consumers.

With profits as an objective, entrepreneurs will attempt to

produce what consumers want. If consumers do not purchase the

goods offered, businessmen cannot recover their costs and will

then lose money. Moreover, if the businessmen fail to apply

the most efficient production practices, they will ultimately

be replaced by others willing to do so. In short, under a

system of private, competitive markets, those who fail to pro-

duce, at the lowest possible cost, what consumers want will

be unable to make a profit and remain in business. So, profits

and losses are the means by which consumers keep a tight reign

on business activities.

This is not the case with public agencies and bureaus.

They do not have to answer to profits and losses. In short,

they do not have to face the "bottom line".

A businessmaqbis. judged by whether he has generated a

profit or loss. This profit and loss calculus is unavailable,

when resources are publicly-owned. Rather than being judged by

profits and losses, a public sector bureaucrat is judged by

whether he or she has followed the rules. Without having to

answer to profits and losses, the civil servant is ignorant

of whether suitable means have been used to produce whatever

is being produced by the public sector. Without Private
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ownership, the objective of pursuing profits and the rofit

loss calculus, the civil servant is opeing like aa who

is forced to spend his life blindfolded.

If it is efficiency that we desire, we must rely on

private ownership and the profit and loss system.

Now, the implications of these reflections are rather

profound. If we want to eliminate the waste and inefficiency

documented by the PPSS, we must not advocate replacing the

present civil servants with new ones from the business commu-

nity. Moreover, we must not recommend that the civil servants

mimic private sector employees. No. If the results of our

private sector operations are so desirable, we must not

follow such recommendations. Rather, we should consider pri-

vatization and begin to turn government functions over to

private enterprise. It is time that we unburden the State

and relieve it from conducting activities that it was never

meant to perform.

The Privatization Option

The privatization option did not go unnoticed by the PPSS.

A Privatization Task Force was formed, and directed by the

following distinguished Co-Chairmen: Mr. Eben Pyne, Retired

Senior Vice President of Citibank; Mr. David L. Yunich, Retired

Vice Chairman of R. H. Macy and Company; Mr. Paul F. Hellmuth,

Retired Managing Partner, Hale and Dorr, Attorneys at Law;

Mr. Bruce J. Heim, Vice President, F. Eberstadt and Co., Inc.;

Mr. Edward L. Hutton, President and Chief Executive Officer,
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Chemed Corporation; and Mr. Paul E. Manheim, Advisory Direotor,

Lehman Brothers Kuhn Loeb, Inc.

The Privatization Task Force found that privatization 
is

not just a new empty word. Privatization is proving in practice

to be an effective cost control weapon in cities and 
towns

across America. It is also enjoying popular support in Great

Britain (Brith Aerospace and Cable and Wireless) and Italy

(IRI -"d ENI) where companies, which were once private and

were turned over to the Government, are now being returned to

the private sector.

Specifically, the Privatization Task Force recommended

eight areas for privatization. These are summarized in the

following table.

(Table on Following Page)
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Privatization Task Force Recommendations

(1) (2)

Three-Year
Recommendation Area Savings(S)/(Revenue(R)

(1) Power Marketing Administration $ 3,535.0 (S)
16,301.5 (R)

(2) Motor Vehicle Fleet Management 1,260.4 (S)
200.0 (R)

(3) VA ls/Nursin Homes 1,436.5 (S)

(4) Military Commissary Stores 2,064.0 (S)
303.2 (R)

(5) National Space Transportation System 1,522.6 (S)

(6) Coast Guard Services 1,259.4 (S)

(7) Metropolitan Washington Airports 113.0 (S)
341.5 (R)

(8) ADP-Social Security Not Quantifiable

$28,417.1
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As you can see, privatization opportunities are not

limited to one management area or department. In addition to

the eight areas just discussed, the Task Force and the PPSS

Report to the President note 73 additionalAg issuesand

recommendation areas with savings and revenue potential of

$8.7 billion over three years. These additional areas include

automated data processing, construction activities, govern-

ment loans and insurance, and credit bureaus and collection

agencies. The total PPSS combined privatization and contract-

ing out cost savings and revenue is $37.1 billion.

More important than action on these individual savings

areas is a need for a structure, process, and strategy to

facilitate an onqoinq privatization program. To meet this

need, we recommend (1) the establishment of a Privatization

Office in the proposed Office of Federal Management (OFM)

coupled with (2) an administrative and coordinating function

in each department and agency. This Privatization office

would be responsible for:

° pursuing the 8 key recommendations of the

Privatization Task Force, plus the additional

73 privatization opportunities previously

identified;

° searching out and analyzing additional Government-

produced products and services for privatization;

° aggressively pursuing privatization implementation

options as new policies and programs are developed



157

by asked -- "Is it necessary to produce internally

this new product or service?";

o championing the privatization concept to Washington

decision makers; and

o inviting, receiving, evaluating, and monitoring

privatization proposals from interested private

sector firms. today, if a bright entrepreneur has a

good idea, ther ls no one designated in the Federal

Government to present it to.

This department must be creative, dynamic, innovative,

and rewarded for challenging the status quo. And, most

importantly, it needs.Congressional support.

Privatization and ADP

One of the areas that the proposed Office of^PedrEa

HaramgS t should look into is the area of privatizing or

contracting out for ADP services. As you will recall,

Mr. Chairman, ADP is the functional area of the PPSS that I

personally was most involved with. I will now turn to a

brief discussion of the need and potential for privatizing

ADP.

Today, approximately 50% of the government's 17,000

computers are so old that they are no longer supported 
by

the manufacturer. Consquently, they must be maintained by

specially trained government personnel. Although this leads

to great waste and inefficiency, it is, from the bureaucrat's

point of view, desirable. Remember, that public employees

38-507 0 - 85 - 11
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are not judged by a profit and loss statement. Rather than

having . ai tied, either directly or indirectly, to

profits -- bureaucrats in management positions have their

salaries tied, in part, to the number of personnel that they

supervise and the total budget that is under their

This, of course,- puts in place incentives that "push" bureau-

crats to prefer out-dated ADP systems that must be maintained

by large staffs of government employees, instead of private

manufacturers.

One of the areas which best exemplifies the degree of

ADP problems in the Federal Government is Social Security

Administration's (SSA) processing of information and claims.

This area was singled out by the PPSS's Privatization Task

Force as a prime candidate for contracting out.

The SSA's ADP is obsolete and unable to meet many of

its most basic responsibilities. The SSA's gross work load,

including known backlogs, approaches.5,00 control processing

unit (CPU) hours per month. However, the maximum capacity

of SSA's computers is 3,000 CPU hours per month, and current

staffing levels are sufficient to support 2,000 hours per

month, based on 40-hour work weeks. So, the SSA is currently

operating three shifts per day, seven days per week, and this

is not enough to keep pace. In addition, it is not cost-

effective. Clearly, the SSA's ADP system is completely

inadequate to process required information in a reasonable

timlrame.
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Competitive markets require that private 
firms remain

technologically current and use their 
personnel effectively.

Therefore, the SSA should attempt to 
solve its ADP system

problems by contracting out gwr privatizing 
these functions.

Given the existing overload on the SSA's system, 
this could

be done by simply contracting out 
for the current overload

and any new increments in the SSA's 
work load. By performing

this privatization experiment, we would 
be able to observe

the efficiency of the private contractors 
relative to the

SSA. If the private sector proves, as we 
believe it will,

to be more cost-effective, then the SSA should begin to phase-

out its existing ADP operations.

Another area where experimentation 
with contracting out of

ADP services would save money is in inventory control for

the Department of Defense. The DOD reported total repairable

and consumable inventories of about 
$40 billion as of

September 1, 1981, excluding fuel and substance items. These

inventories are stored in some 30 
distribution depots. Although

DOD has long recognized the need for 
better inventory control

through the use of automated reporting 
and processing tech-

niques used in the private sector, 
the DOD is unable or

unwilling to implement a modern approach 
to inventory manage-

ment.

Here again, I believe that the public employees 
at the

DOD just do not have the profit and 
loss incentives that

exist in the private sector, and this explains why inventories
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are not managed in a business-like manner. Public employees

hoard inventories, not because they are stupid, but because

they do not have to pay capital carrying charges on the

inventories they hold. This is not the case for private firms

that must pay capital carrying charges on the inventories

they hold. wqu
Consequently,Atimy are "pushed", in their pursuit of

profits, to manage their inventories efficiently. It is the

pursuit of profits that explains why private firms rapidly

adopt innovative ADP inventory control systems.

The PPSS estimated that a one-time savings of $1 billion

and a concommitant savings in annual carrying costs of

about $150 million would be realized if DOD inventories were

monitored and controlled by a private ADP system.

By starting a pilot privatization project for DOD

inventory control, we would be able to learn more about its

potential at DOD. In addition, we would be able to determine

whether there were wider possible applications for contracting

out for ADP inventory control systems within other parts of

the government.

Concluding Observations

Armed with the PPSS, the public should be able to more

clearly recognize that there is massive waste in the government.

I only hope that our citizens do not blame the bureaucrats

for this state affairs. The public must realize that the

system of public ownership and bureaucratic management is to
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blame, not the public employees who work for the system. If

we wish to rid ourselves of the waste uncovered by the PPSS,

then we should go to its source and eliminate public ownership.

By doing this, we will put the consumers back in the

driver's seat and put profit and loss descipline back into our

economy.

Mr. Chairman, I have appreciated the opportunity to testify

before the Join( Economic Committee's Subcommittee on MonCtary

and Fiscal Policy. I applaud your efforts to explore the

privatization concept. I hope that your efforts are successful

because privatization is the only proven way to solve the

problems that accompany public ownership. The only way to

insure that privatization will be the policy adopted is to

educate the public and gain their trust and support for privati-

zation. No policy, however well founded and logical, can

succeed without public support, and I believe that your

efforts at the Joint Economic Committee will generate this

support.

Senator SYMMS. Thank you very much for an outstanding state-
ment, which I appreciate very much.

In your prepared statement you made some specific recommenda-
tions. One of the recommendations that was made in Washington
concerned the Federal automobile fleet. We have 435,000 such Fed-
eral automobiles, driven an average of about 9,000 miles a year. If
they rented these cars at the going commercial rate, it would be a
billion dollars a year cheaper than owning them. I know that
might not be practical in every case, where you have a district
ranger who needs a truck 50 miles in the forest. I would not recom-
mend disposing of all of them.

Let me list the recommendations the privatization task force rec-
ommended: power marketing administration, motor vehicle fleet
management, VA hospitals and nursing homes, military commis-
sary stores, the space system, Coast Guard services, the National
and Dulles Airports. Here in Boise I think we're very fortunate to
have a very well-run Veterans' Administration Hospital-especial-
ly in comparison to what I see in other parts of the country. But if
you start talking about privatizing the Veterans' Hospital, we hear
concern about. taking something away from the veterans.

How do we get the message across that we are not trying to cut
benefits? Consider the example of the commissaries. When I made
a statement about the commissaries, I didn't say that I was for or
against privatizing the commissaries. I only stated that the mili-
tary commissaries are operated on an average of 42 hours a week,
whereas the Albertson's store that I occasionally shop at in Boise is
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open 24 hours a day for the convenience of the consumers. The av-
erage supermarket has 9,000 units for sale, choices that the person
can make when they go into a store. The best commissaries have
6,000.

How do we go about bringing this matter up without having it
defeated right off the bat? For example, I got a letter recently talk-
ing about how some fear that Senator Symms is trying to take
something away from the military families. In fact, with an experi-
mental privatization of some of the commissaries, you would prob-
ably find that military families would prefer it. How do we do that?

Mr. AGEE. Well, you do it delicately and diligently. It's natural
when you're talking about some change with regard to services
that you've just mentioned, and there are many more, that people
will all of a sudden feel that they will get less or they will be elimi-
nated. That's why I think you must take some test cases and some
experiments. You don't do it across-the-board every place. You take
some of the worst examples, some of the proven worst cases where
the disparity between what's being done in Boise, which is very
good in the VA area, and as I recall there are several in the East
that are being done very poorly, not only in terms of service, but
costs, and you get an agreement that you will have a test case at
that one place. You will say for 1 year we will try it-or a 2-year
period, so you have at least enough time so that you have a phase-
in period of time. Then you have a disinterested group of people
who review and come back and recommend. It seems to me that
that's one of the things the Grace Commission or a successive area
can do to take where it was alleged that there would be savings
and inefficiencies and better service, that we go back and do some
audits, and not audits by the people who are in the Congress or
people who happen to be the private enterprise serving them, but a
disinterested group of citizens who have their mission to say is the
thesis right, can we privatize in these areas, will service go up, will
costs go down, will these theories be proven, and you have hearings
to say this is what we have to show.

You will always, anytime you have change, whether it's to take
the car away from the person whose always had a car, and if you
say go lease it from Hertz, or whether it's the VA Hospital or
whatever example you want to use, the person who's benefiting by
that today feels that change will be worse by definition. What we
have to do is gradually show that change can in some cases be bet-
terment, not only financial betterment, but in terms of more effi-
cient, more caring, more understanding type of service, like the VA
Hosptial.

So it's gradualism in some cases where human lives and human
care is involved. But like in Social Security that I mentioned, some
processing in IRS, cash management in this country where we have
about $90 billion that's basically unaccountable. It's just kind of
floating around the system today. When you look at the cash man-
agement system, we don't have a central cash management system
in this country like major companies have, where they know where
every dollar is at all times. Just running that can be very efficient,
where that's not going to affect anybody, whether they be a veter-
an or somebody on welfare, whatever. Take those areas and do
them. But be careful in those areas where human lives, human



163

jobs are affected, do it transition, do it carefully and have a third
party come in and support it, or disprove the point.

Senator SYMMS. Well, thank you. On the point of cash manage-
ment, is it customary for the Federal Government to pay upfront
money for a contract? If they had some kind of research and devel-
opment contract, they pay the money upfront so the Federal Gov-
ernment never accumulates the interest like private companies
would?

Mr. AGEE. That is a case of negotiation. In some cases the Feder-
al Government will advance against order because the contractors
are saying we want cash against orders. This happens every day in
private business. You go in and obviously if you can get your cus-
tomer to pay you before you deliver the goods, that's all to your
betterment. What's happened up until now is that there's become
practices in the defense business and others where people say we
want an advance against this. Some cases where it's far out R&D,
very speculative activity, there can be some justification for that.
But when there's a single contractor producing a product that the
Government is going to produce for an extended period of time, I
would like to see the Government get quite hard-nosed and say
fine, send us the bill. We'll be happy to pay in 30 days or 60 days,
just like you pay people who supply you, instead of paying money
upfront. There's billions right there.

Now, what I'm talking about, that obviously is going to affect pri-
vate enterprise, and they're going to have to find a way to do that,
but that will cut down the cash outflow for the Federal Govern-
ment. So be better procurers. They're not as hard-nosed at procur-
ing as they should be, by any means, because they have these 331
different systems that don't communicate with one another. They
don't run the Government as a business. The sooner they run it as
a business, they'll run their cash flow better, they'll be purchasing
better, and they'll be saving the taxpayers billions of dollars.

Senator SYMMS. Well, I certainly appreciate your outstanding
contribution to this hearing. I can attest to you, Bill Agee, that I'm
one Member of the Senate that's not going to let the work that you
and others did on the Grace Commission just fall to the wayside. I
do think that your point about privatization is one that should not
go unheeded, because in terms of cleaning up the water in this
country and the air, pollution control, toxic waste dumps, and so
forth, it just appears that the fastest, most efficient use of the
moneys from the private sector, from the citizens of this country,
would be to hire these jobs out to private enterprise. They could do
them efficiently, and it certainly would be a good test of how we
could start running some payrolls.

I know there's a company called ADP. In fact, we now have a
member of the Senate, Mr. Lautenberg from New Jersey, who is a
former chairman of that corporation. Their entire business is run-
ning payrolls for businesses in the country. The size of the average
company that they run payrolls for is about 70 people. I was inter-
ested in your comment that it cost the Bendix Corp. 60 cents to run
a paycheck and $4 for the Army.

Mr. AGEE. $4.10.
Senator SYMMs. $4.10. So like you say, that's $3.50 more for each

check. It might not be practical in every foreign destination to
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process checks privately. It is probably practical in some places to
do so.

What you'd recommend is to take a test area, say, on private
commissaries, and then see how the military families like it.

Mr. AGEE. Or a VA Hospital or some of these other areas.
Senator SYMMs. I want to ask you one other question, and thenI'll let you go. With respect to accounting costs, there's been agreat controversy over whether or not the Federal Government

should lease certain items. And from my examination of the com-
missaries, they really don't charge an accounting cost to the com-
missary system for the cost of the building, like any other company
in the retail grocery business.

Is leasing a more practical way for those of us in the Congress tokeep an accounting? There's no capital cost. Explain that to me.
Mr. AGEE. No, no. Let me tell you that's one of the other areaswhere we're so out of control that it's frightening. We don't even

know what the total debt is in this country because there's a lot ofoff-the-balance-sheet debt, including leases, including other commit-
ments that take our over trillion dollar deficit way up there, to saynothing of unfunded pension costs. But what's happened when bu-reaucracies have a difficult time getting procurements through,
purchases through, they've resorted to leasing.

Leasing is, by definition, more expensive for those people because
there's a financing cost built in. Not only are they circumventing
the procurement procedure under some of the leases, they're
ending up costing themselves more money. They will justify it be-cause they'll say that you can drop the lease after a year or what-
ever, and that's less than if you sell it. But those leasing companies
are in it to make a profit, and they make more profit by leasing
over time. You'll find that most leased equipment that the Govern-
ment goes after, they keep it for the full life anyway, so that assethas cost them more money. Maybe they wouldn't have procured itin the first place if we would have more rigorous rules against leas-
ing.

So off-the-balance-sheet financing, which we have way too much
of, whether it be in the REA and the Small Business Administra-
tion and some of these other areas where there's billions at risk
and billions that we bail them out of, we must do away with that.We can't be schizophrenic. If we're going to pay for everything, aswe've done up to now, let's pay for everything, but let's be up front
about it and eliminate the expensive leases. It will make you
stronger and better in procurement.

Senator SYMMs. How about the depreciating value? I can't everfind out how the Federal Government accounts for its capital costsin depreciation.
Mr. AGEE. They can't, either, and that's one of the problems.

What we need to do, what I'd rather see, rather than going leasing,
what we should do is refine our accounting principles and practices
and also to set up uniform accounting principles and practices
throughout the Government.

When you have 332 incompatible accounting systems and youhave varying accounting principles, you have chaos. Nobody knows
what's going on, and that's part of the problem. If we would man-
date more stringent, more uniform accounting practices and ac-
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counting systems, we would start to come closer to getting control
on how we're running our financial managment. But unless and
until we have that, everybody gets confused by the numbers be-
cause there are no common numbers, and that's the place you
must begin, and then you can start to compare.

Everybody will say their business is different. I happen to be in-
volved in a company where we had 170 different businesses and ev-
erybody running their business said they were different. We had
one accounting system and it was compatible with everybody else's.
We knew exactly where we were, what we were doing and how we
depreciated. That's another area you can push on and it will save
billions because you will then make the people in Government
more accountable. They're not accountable today because of the
public sector, and they're further not accountable today because
there isn't an accounting system that makes them accountable.
Sorry you got me off on that. topic.

Senator SYMMs. That's good. Do you have an idea on how that
could be implemented? Can the Secretary of the Treasury do this?

Mr. AGEE. No, sir. What I'd do, and one of the suggestions that
wasn't in the Grace Commission, is I suggested that we develop a
financial czar for a period of time with a self-destruct time of some-
thing like 2 years. This financial czar becomes the chief financial
officer of the United States. I know we have the OMB and we've
got the Treasury, and they're always fighting, and we've got the
people, whoever they are, running the Federal Reserve and the
people running the Council on Economic Advisers, then the people
in the White House, then the Congressional Budget and everything
else. You've got all of these fiefdoms around. If we had one central
area that was the chief financial officer who was given the man-
date to bring order, uniformity, and accountability, and then he
disappears so he's not going to build himself a big network there,
but come in to say this is what we want to have happen, you'd see
a lot of fighting, you'd see a lot of resistance to it, but at least
they'd come in with a recommendation that if you want yourself to
be accountable and you want uniformity, here it is for you. You
can do a Grace Commission type of activity, but it would be a self-
destruct one so we wouldn't end up duplicating what happens in
OMB and what happens in these other places. You have power too
far spread and removed. There is no accountability. The President,
unfortunately, has so many different people that he can't look-he
has to look to their varying interests. He needs a chief financial
officer for a period of time.

Senator SYMMs. The OMB and the CBO are jealous of the Com-
mission, in my opinion.

Mr. AGEE. Sure, sure. The treasury department of Bendix and
the controller's department were jealous of one another when I ran
both of them as chief financial officer. I had to resolve their differ-
ences and recommend to the chief executive that this is the way we
would go for accounting policy or treasury policy or whatever. The
President of the United States has enough to do with foreign policy
and all the other deals that he has to worry about, he can't be the
chief financial officer. He doesn't have one. He needs one for a
period of time.
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You start there. The privatization, in all respects, is the right
path and that will soilve part of the problem. But the most funda-
mental and the bigger problem is the accounting system, is the
overall accountability within those items that still stay in the
public sector. So you need to do both.

Senator SYMMS. Thank you very much for an outstanding contri-
bution to our hearing.

Mr. AGEE. You bet. Thank you.
Senator SYMMS. I appreciate it. I should have asked if Mr. Hanke

had any questions. I didn't introduce Mr. Hanke. He formerly was
on the White House Council of Economic Advisers and now works
for the Joint Economic Committee part time and for the Manhat-
tan Institute part time and Johns Hopkins University full time.

The way modern education works, the more successful people
are, the less they teach. I never have quite figured it out yet.

Mr. HANKE. I keep telling you, Senator, I'm in a private institu-
tion. We have flexibility.

Senator SYMMs. OK. Who's the next witness?
I should ask if either Mr. Davidson or Mr. Christensen have air-

planes to catch. We'll now hear from Mr. Earl Reynolds, the re-
tired chairman of the board of CH2M Hill. Earl, if you'd please
come forward and make yourself known. We appreciate very much
your helping us with this. I know that Earl Reynolds has had a
great deal of experience in the business of cleaning up the water in
this country, and I think this is one place where a lot could be done
a lot faster. We all have an interest in cleaning up the water. Prob-
ably more could be done faster in the private sector than any other
area, and I think that maybe some of these things are already hap-
pening. So we look foward to hearing from you, and you have the
floor.

STATEMENT OF EARL C. REYNOLDS, JR., SENIOR CONSULTANT
AND RETIRED CHAIRMAN OF THE BOARD, CH2M HILL, BOISE, ID

Mr. REYNOLDS. Thank you, Mr. Chairman. I appreciate very
much this opportunity to share my viewpoints with you. I have a
prepared statement that I think is considerably more lengthy than
the time would be appropriate to allow.

Senator SYMMs. Your entire prepared statement will be part of
the record.

Mr. REYNOLDS. I understand that.
Senator SYMMs. As well as appendix A, which is the statement

by Richard D. Harza, Harza Engineering Co., will be part of the
record, which you've got with you.

Mr. REYNOLDS. Very well. It will be my proposal, if agreeable to
you, to highlight the statement, underline some of the things I
think are particularly important, probably stress the viewpoint
where I'm coming from, since it differs quite substantially from
Mr. Agee's, his having undertaken a very major part of the Grace
Commission.

As I have been introduced, I am a senior consultant with the
firm of CH2M Hill and retired chairman of the board. CH2M Hill
is a major national engineering organization. In a recent edition of
an Engineering News Record, which is a trade journal of the engi-
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neering and construction arena, our firm was listed as the seventh
largest design organization in the United States.

Approximately 75 percent of the work of CH2M Hill is involved
in serving our clients who are in the public sector. They are local,
State, and Federal Governments. A major portion of this work in-
volves the design, construction management, operation and mainte-
nance of water, waste water, solid wastes, hazardous wastes, and
electric power projects. I will speak with respect to privatization
principally to these areas in which we are now heavily involved in
the public sector.

The interest of CH2M Hill in privatization is twofold. First, as
I've already mentioned, 75 percent of our clients are in the public
sector, providing services to the public, such as water supply, waste
disposal, solid waste management, electric power production, and
so forth. Increasingly, our clients in this area have had difficulties
in financing projects that they need to undertake to properly serve
the public.

We see that privatization has many opportunities to provide op-
portunities for financing public works that would relieve over-
loaded public agencies from high and increasing budgets.

Second, CH2M Hill as a potential contractor to Federal, State,
and local governments, has a very distinct interest in privatization,
since we believe we have something to offer to the public that
could be provided more efficiently, perhaps more quickly than
could be provided by public agencies. Particularly in areas where
public agencies are small, they do not have available to them the
professional and technical management staff which will allow them
to undertake a very complex project.

I might spend just a moment on a definition of privatization,
since I think perhaps all of us this morning might be using slightly
different definitions. My definition for privatization is a very broad
one. I would say that privatization includes all occasions in which a
private entity or individual performs a service that is frequently or
more often accomplished by a unit of government. Under this
broad definition, privatization could include just the simple leasing
of equipment to a local unit of government to make it unnecessary
for them to secure public financing to buy that equipment. It could
also include a simple contract under which a private entity might
operate and maintain a rather complex facility that is required to
serve the public, such as a water treatment plant or waste water
treatment plant, to which you have referred.

At the other end of the spectrum of privatization, we can see
almost total control of a given service by a private entity where the
private entity would actually arrange for the development of the
project, arrange the financing, provide the design, undertake the
construction, and when it is completed, actually provide the oper-
ation and maintenance of this facility so that the involvement of
the public sector would be very minimal.

I would point out that as I'm speaking to privatization, more spe-
cifically for local units of government, this is really not a new con-
cept. As people here in the city of Boise are well aware, their water
service for domestic water has been for many years very successful-
ly provided by the Boise Water Corp., which is the local private
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entity, and that the local unit of government has no responsibility
or no need for financing and operating water facilities in this city.

Mr. Agee outlined very effectively the critical need of the Feder-
al Government to reduce expenditures, reduce deficits. Perhaps not
so much attention has been paid to the fact that local units of gov-
ernment are in very similar situations. I think in general, as far as
deficits are concerned, local units of government generally are
doing a much better job than the Federal Government. Part of this
is because in the State of Idaho it's unconstitutional to actually run
up a deficit. The budget has to be balanced each fiscal year. The
same provisions in many cases extend to local units of government,
special purpose districts, cities, counties, and so forth.

Nevertheless, the needs are critical as the Federal Government is
moving to reduce its expentitures in recognition of the fact that
there's no way that the Federal Government and the U.S. taxpayer
can meet all of the needs, all of the requests that are placed before
the Congress. Many grant and loan programs that have existed in
the past whereby the Federal Government did make available to
local units of government moneys to construct certain facilities,
such as wastewater treatment plants, solid and hazardous waste
treatment facilities and so forth. The Federal Government is now
finding it necessary to curtail these grant programs, which is going
to throw a much larger burden on the local units of government.
This is an area where, if privatization can be encouraged, the need
for the local unit of government to incur additional indebtedness or
higher operating budgets could be avoided.

In my prepared statement I have outlined some of the specific
examples-advantages of privatization. I think Mr. Agee has al-
ready spoken to some of those. Some others that I might mention:
Obviously, privatization avoids the need for public financing. Hope-
fully it will utilize the efficiencies of the private sector, and we're
finding in our experience that there are many instances where the
privatization can provide a more experienced management and pro-
fessional input than could be provided by a local unit of govern-
ment acting on its own.

As an example of this, one of our subsidiaries, Operations &
Maintenance International, is involved in the operation and main-
tenance of wastewater treatment plants. We currently have, I
think, something in excess of 18 contracts where we are providing
full responsibility for the operation and maintenance of these
wastewater treatment plants without owning them. We're just op-
erating and maintaining them. But we are able to have on our staff
experts in chemistry, water biology, and wastewater treatment,
that a local unit of government couldn't possibly afford and
couldn't justify. Those skills are necessary to keep those facilities
operating correctly. By spreading this professional management
staff over a whole number of facilities, as we're able to do, we can
bring a distinctly higher quality of skills to those operators than
would be otherwise possible.

I think the private sector could certainly move more quickly.
They aren't handicapped by the checks and balances that are ap-
parently necessary at all levels of government. Financing could be
arranged quickly. Construction could move as quickly as efficient
construction will permit, without costly delays that may be re-
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quired to attain approval from grant authorities of the Federal
Government, and so forth.

Some of our clients see advantages in privatization in the fact
that they can transfer the responsibility to someone else. For ex-
ample, we just recently entered into a contract with the city of
Fayetteville, AR, where we have total responsibility for the oper-
ation and maintenance of their wastewater treatment plant, and
we have the obligation to guarantee that the effluent quality from
this wastewater treatment plant will actually meet the State and
Federal standards for discharge.

Senator SYMMS. Did you run the billing, also, or did they do that?
Mr. REYNOLDS. No, they did not run the billing in that. We bill

the city.
Senator SYMMS. And they bill the customers?
Mr. REYNOLDS. The customers, correct. But the question of cus-

tomer billing is still a distinct possibility.
Senator SYMMS. But you do have the people that actually super-

vise the operation of the waste plant and the facility?
Mr. REYNOLDS. Totally.
Senator SYMMS. The city doesn't have to worry about it, then?
Mr. REYNOLDS. No.
Senator SYMMS. Well, who is liable for the stream standard? Are

you?
Mr. REYNOLDS. We are, OMI.
Senator SYMMS. You by contract are guaranteeing that you will

meet the State of Arkansas and the Federal EPA water standard
qualities?

Mr. REYNOLDS. The quality of water. They felt that we had the
expertise available and our willingness to make this guarantee was
one of the principal reasons that caused them to contract with us.

Senator SYMMS. Earl, when CH2M Hill goes into a contract like
that, are you bonded, or do you buy insurance for liability in case
something happens and you get a spill?

Mr. REYNOLDS. Yes, we do carry insurance.
Senator SYMMS. Once the city signs a contract with you, their ob-

ligation is that they are--
Mr. REYNOLDS. They transfer their full obligation to us.
Senator SYMMS. And they would hold you liable if anything hap-

pened?
Mr. REYNOLDS. That's correct.
Senator SYMMS. Where they were held liable? Well, here in Boise

we have a problem. Something that I've been working on is the
pretreatment of the Hewlett Packard effluent where they have
that it's better than the categorical standards that EPA has de-
manded, and they're saying that they have to have pretreatment
as well as postreatment, which is double. Who runs the waste facil-
ity here? In the city of Boise?

Mr. REYNOLDS. City of Boise.
Senator SYMMS. It s not private like the water system?
Mr. REYNOLDS. No. the water system is private. The sewer

system is not.
Senator SYMMS. Let's take, for example, hypothetically that if

CH2M Hill entered into a contract with both the city of Boise and
Hewlett Packard, I wonder if we could solve that problem that



170

way? I've been having a hard time getting Mr. Ruckleshaus to see
the virtue of my amendment, which will be coming up on the floor
of the Senate. I think we have the votes to carry it, but it seems so
patently common sense that you shouldn't treat the water twice,
that as long as it meets the standards or is better, that that's
enough.

Mr. REYNOLDS. There are some instances, and I'm not familiar
enough with the technical problems involved here, I do know that
they exist, sometimes it is necessary to provide pretreatment of
specific types of industrial waste so that the waste in the industrial
waste won't adversely affect the operation of the major--

Senator SYMMS. Obviously, these 18 cities that you do this for-
did you mention 18?

Mr. REYNOLDS. Yes.
Senator SYMMS. Fayetteville the recent one?
Mr. REYNOLDS. Yes.
Senator SYMMS. They must think they're doing it in a least-costli-

er way to their taxpayers than the way they've been doing it?
Mr. REYNOLDS. I think it's difficult to determine the cost issue,

Senator Symms, because very many times we aren't providing
apples in one case and apples in the other. For example, a number
of the places that we've come into, been asked to come into, are
those in which the operator, the public agencies are already in
trouble. They aren't meeting their discharge standards. They don't
know quite how to get there. So in that case we've come up with an
upgraded operation and probably have more qualified people on
our staff, may even have some higher costs, at least for a period of
time, till we get that thing straightened around.

Senator SYMMS. You once mentioned the book "America in
Ruins," about the infrastructure when proposition 13 passed in
California, people were saying "no," they didn't want to spend
more money on capital improvements. But the city of Los Ange-
les-I thought it was kind of interesting-has 6,000 miles of pipe, I
think that's in the sewer, and it costs--

Mr. REYNOLDS. That's correct.
Senator SYMMS [continuing]. $3 billion to build it. If you're opti-

mistic, it has a 100-year useful life. That means you need to be re-
habilitating 60 miles of pipe for $40 million a year, but yet, the city
of Los Angeles is only spending $3 million a year.

Are you saying that you think it might be possible for a company
with your capability, coupled with a construction company, to take
over the management of the waste facility from a place like Los
Angeles and do it, and include in the charge enough money to keep
replacing 60 miles of pipe a year; is that what you're--

Mr. REYNOLDS. I think that could be done, and certainly the
Boise Water Corp., which is a regulated utility, still has the respon-
sibility of keeping the system maintained. If the depreciation rates,
Which are-that's another subject, and I won't address that. In an
inflationary period, which we have seen and apparently will be
facing us for some period of time, the standard depreciation of cap-
ital item just will not provide the funds that are necessary to re-
place it when it does require replacing. Additional financing would
be necessary.
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Senator SYMMS. It just seems to me like it would be a so much
better way for the cities in many cases to operate, would be just to
hire somebody to operate it and then hold them accountable for it.
The mayor wouldn't have to worry about all of the people that
work for the waste disposal plant. He'd let you worry about it and
he'd just look at your records. I would think it would simplify
things.

Mr. REYNOLDS. I think, Senator Symms, that on that point that I
believe the record of local government is probably a little bit better
than that of the Federal Government, because it's smaller, it's
more visible, the--

Senator SYMMs. Well, I'll tell you one thing, if it isn't any better
than the Federal Government, we're sure in trouble, locally.

Mr. REYNOLDS. But I think the record really speaks for itself. Na-
tionwide, privately owned water utilities are not unusual. Privately
owned wastewater facilities are not so common, but they are in-
creasing, and I will get to this a little bit later. If the environment
is made sufficiently attractive from the tax standpoint and other
Federal legislation, I am certain that this privatization effort will
emerge as a very logical transition.

I might speak to those questions. I am convinced that privatiza-
tion has some definite advantages. I think these advantages are
sufficiently valuable that the Senate and the Congress should make
every effort they can to make this concept more attractive so that
it can be utilized. There are currently, however, several measures
making their way through the Congress which may severely inhibit
application of privatization unless they are modified.

As you are undoubtedly aware, H.R. 4170, the 1984 tax/deficit re-
duction bill, will soon be considered by a conference committee. If
highly restrictive language in the House version of the tax bill be-
comes law, it will be impossible to utilize privatization for sewage
treatment and drinking water facilities. Provisions included in the
Senate version of the tax bill contain language which is certainly
much better, though there is some question even there that drink-
ing water facilities might be covered.

I have outlined in the written statement some specific recom-
mendations that we have in regard to this tax legislation. First, we
would hope that you particularly, Senator Symms, as a member of
the Finance Committee, could utilize your position to encourage
the conferees to support the following provisions. These provisions
are to include the special service contract rule for solid waste,
wastewater and energy recovery facilities; to retain exceptions for
wastewater and solid waste facilities from accelerated cost recovery
systems restrictions where industrial development revenue bonds
are used; provide exceptions for wastewater and solid waste from
arbitrage restrictions where industrial development revenue bonds
are used; and, very importantly, do not impose dollar limits on the
amount of industrial development revenue bonds that may be
issued to finance municipal drinking water, wastewater and solid
waste/energy facilities. Such facilities are public purpose projects
vital to public health and environmental quality.

With respect to this last point, the Senate version of the tax bill
places no limit on the amount of industrial revenue bonds that can
be issued. The House version, however, includes a provision placing
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a cap on the total amount of IDB's the State may issue on a per
capita basis. I would hope that the Senate conferees would insist
that either the House cap provision be dropped or that IDB's for
waste and wastewater treatment be exempt from any such cap that
is included in the final version.

There is one other item of legislation in the Congress that I
think will certainly demand the attention of the Senate and the
House. There are, as you're undoubtedly familiar, two measures in
the Senate dealing with an omnibus public works bill-omnibus
water projects bill, S. 1739 and H.R. 3678. The exact magnitude of
this bill is not yet known. It's our opinion that it will probably take
the form of an authorization that will exceed $10 billion. So lots of
Federal tax dollars are under consideration in this legislation.

We note that rather than encourage the concept of privatization
in this legislation, there is some language in those two bills, and
particularly the Senate bill, that is really very threatening as far
as a firm like CH2M Hill is concerned. As presently drafted, these
bills would tend to expand the role of the Federal Government at
the expense of the private sector, rather than favoring the private
sector to entering into areas now untaken by the Federal Govern-
ment.

As an example, S. 1739 would permit the U.S. Army Corps of En-
gineers to continue their broad involvement in the engineering as-
pects of these water project developments. It would further add re-
sponsibilities in the field of domestic water supply, which has tradi-
tionally been accomplished totally by the private sector or by units
of local government. This is a piece of direct competition in the
field that has not been entered heretofore by the Corps of Engi-
neers.

In particular, the program authorized under title VIII of S. 1739
pertain to municipal water facilities which have long been the re-
sponsibility of local units of government or the private sector with
only incidental infusion of Federal funds. Should this bill become
law, in our opinion the Corps of Engineers will certainly use its au-
thority to add additional permanent employees to meet what would
be claimed as their additional responsibilities.

Senator SYMMs. I'm glad you brought that up. That's very impor-
tant. It's not too late I think to head some of that off, and I'm glad
to have you bring that to my attention.

Mr. REYNOLDS. We think you certainly could be helpful there. It
is obviously a growing trend.

Senator SYMMS. This is another example, Earl, of what goes on
in Washington. It is difficult for a Senator or Congressman to keep
track of all legislation. People like yourself in the private sector
know more about what's in the bill that affects your particular in-
terests than the people in the Congress know, and we're the ones
voting on it. This is the thing that scares me so much about what
goes on in Washington.

Mr. REYNOLDS. But I would certainly hope support could be gen-
erated for it. I think there are certainly other Senators that once
they are alerted to what the conditions are will be certainly willing
to support it. To be candid, I think part of the problem that we
didn't get the language that we would like to have seen in the com-
mittee version is that, as you well know, the Federal Government
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is both friend and foe. When the State is interested in a project
that would be of material benefit to that State, I'm certain the Sen-
ator representing that State is going to be reluctant to incur the
wrath of the Corps of Engineers. We have to draw the line and see
what is prudent and fair.

Senator SYMMS. That's why I always say if you can get a Con-
gress to meet somewhere away from where the Federal establish-
ment was, they wouldn't be lobbied so much by the agencies. If we
could meet in tents out in the middle of the Wyoming desert, we
probably could perform more business faster.

Mr. REYNOLDS. I'd like to expand on that Corps of Engineer role
a little. The Corps of Engineers claims to have a goal of contracting
out 25 percent of their civil works. Civil works, as contrasted with
defense works. They include such things as water resource projects,
as we've been talking about. They claim to have a goal to contract
our 25 percent of this.

Data available to me from the American Consulting Engineers
Council says that what they actually do contract out is about 11 to
13 percent. So we really have-already we have a strong competi-
tion from the Corps, and with this language in S. 1739 we really
allow the camel's nose under the tent without any limitations at
all, and we think they certainly should be provided.

We have provided wording of a specific amendment, which wehope that you would be able to offer on the floor, Senator Symms,
if you support this. That amendment would be the Secretary shall
procure-that's the Secretary of the Army-shall procure by con-
tract not less than 50 percent of architectural and engineering
services required for technical assistance, reconnaissance surveys,
feasibility reports, design, and construction of water resource
projects. With respect to the programs authorized in title VIII-
that's drinking water-100 percent of such services described above
shall be contracted out.

Now, I think that's a practical amendment. That's probably the
best that we can do under the circumstances. Personally, I don't
really see that the Corps of Engineers has any role in development
of drinking water systems, since they have not historically in the
past. I am not quite certain why they have to be at this point, but
as a practical matter, maybe this is the best we can accomplish.

Senator SYMMS. They've got their hands full just working onfloods, in my opinion. I spent yesterday in Salmon, and they got a
job down there that they have to go down and get done before they
worry about drinking water. They have to take the plug out of the
Salmon River at Dump Creek so they can keep the town from
flooding again this winter. That's just a good example. They don't
need to get off into some other area. It will just confuse them more
on the things that they're supposed to do.

Mr. REYNOLDS. I certainly couldn't agree more. I'm in a little
touchy position, as I recognize that the Senator might very well be
when he's considering projects that might be beneficial and needed
in his State.

Senator SYMMS. I looked at your amendment. I appreciate your
bringing it to my attention.

Mr. REYNOLDS. I'm in somewhat the same position. The Corps of
Engineers is also a client of ours, as well.

38-507 0 - 85 - 12
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Senator SYMMS. I understand that, but you see I have no problem
with the people working with the corps, and some of those Army
officers are outstanding people that I work with and I have the
highest regard for them. But as the late Ben Rogee used to say, if
the Federal Government would just do the things they were sup-
posed to do and keep its nose out of the things it shouldn't worry
about, it could then do the things it was supposed to do well. There
are floods all over this country that have been and actually are
considered to be a responsibility in some of that area of the Corps
of Engineers auspices that started clear back when General Wash-
ington set up West Point, and it's been going on a long time. We
still have flood problems in States like Idaho and other places in
the country, and that's where they should concentrate their ener-
gies domestically, in my opinion.

Mr. REYNOLDS. Certainly those are welcome opinions, Senator
Symms.

I do very sincerely appreciate the opportunity to appear before
you and present this testimony to you.

Senator SYMMs. Well, I thank you very much.
Mr. Hanke, do you have any questions? I've been asking mine,

kind of as we go along.
Mr. HANKE. Mr. Reynolds, let me just ask: If you can go back to

page 6 and maybe explain just a little bit in layman's language
what this special service contract rule change, why that's needed.

Mr. REYNOLDS. I really would have to defer to our tax people. I'm
not familiar in detail with just what that refers to. I think some of
the other--

Senator SYMMS. Could we submit that question to you and have
your tax people answer that for us and we can put it in our record.
I'd like to have that from you.

Mr. REYNOLDS. The last thing I claim to be is a tax and financial
expert.

Senator SYMMS. We may have other witnesses that will speak to
it, also.

Mr. REYNOLDS. I suspect from the brief conversation we had
before, we might very well find that out.

[The prepared statement of Mr. Reynolds, together with a joint
statement of Mr. Harza and Ms. Cornell, follows:]
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PREPARED STATEMENT OF EARL C. REYNOLDS, JR.

INTRODUCTION

Mr. Chairman, thank you for this opportunity to present this
committee with my viewpoints on Privatization--An Alterna-
tive for Financing Public Services.

My name is Earl C. Reynolds, Jr. Senior Consultant and Re-
tired Chairman of the Board of CH2M HILL a major national
diversified engineering organization. CH2M HILL was listed
in 1984 as the seventh largest design organization in the
United States by Engineering News Record, a national trade
magazine serving the engineering and construction industry.

Approximately 75 percent of the work at CH2M HILL and its
subsidiaries is involved in serving public clients, including
federal, state, and local government agencies. A major
portion of this work involves the design, construction man-
agement, operation, and maintenance of water, wastewater,
solid wastes and electric power projects.

CH2M HILL's interest in privatization is two-fold. First,
as a consultant and advisor to many clients who are units
of governments, privatization offers, in many instances, an
attractive means of financing vital public works projects.
Secondly, as a large engineering organization, CH2M HILL is
a potential participant in performing services as a con-
tractor to federal, state, and local government.

DEFINITIONS

The term "privatization" as utilized in my testimony this
morning will include all instances in which a private entity
or individual perform a service that is frequently or most
commonly provided by a public agency. Under this broad
definition, privatization can include the simple leasing of
needed equipment to a municipality or the contract operation
and maintenance of a publicly owned wastewater treatment
plant by a private entity. It can also include more complex
arrangements in which the private entity would assume total
responsibility for the development, financing, design, con-
struction, operation, and maintenance of a facility to provide
needed service to a public agency.

Under this definition, privatization is not new. Citizens
of Boise, Idaho, for example, have long been provided with
municipal water supply by a private entity: the Boise Water
Corporation. Federal and state governments have long made
use of contract services provided from the private sector.
The term "privatization" has emerged only recently, appar-
ently in response to new and increased pressures to relieve
the financial obligations of government agencies in meeting
needs that exceed available budgets.
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THE CURRENT PUBLIC WORKS ENVIRONMENT

The decades of the 70's and 80's have seen increasing frus-
tration in the financing of necessary public services by all
units of government in the United States. The inability to
raise sufficient funds to even maintain, much less replace
and expand, an aging intrastructure has been caused by many
events and continues/to cause grave concern throughout the
nation.

Susan Walter and Pat Choate, in their book, America In
Ruins, point out the critical need of addressing the problem
of maintaining America's infrastructure. To cite a single
example, the City of Los Angeles sewer system comprises some
6,000 miles of pipe with a replacement value of perhaps
$3 billion. If an optimistic one-hundred year useful life
is expected, the need exists to rehabilitate or replace over
60 miles of pipe at a cost of perhaps $30 million per year.
Yet the City of Los Angeles is able to spend only about
$3 million per year to maintain its system. Concurrently,
huge additional capital improvement outlays are urgently
needed for sewage treatment plants, water supply, treatment
and distribution facilities, and a host of other needs. Funds
available from conventional municipal financing and 'current
federal loan or grant programs are simply insufficient.

Imposed upon these increasing needs of local units of govern-
ment, a significant tax payer revolt has spread from Cali-
fornia across much of the nation. Howard Jarvis and his
California Proposition 13 didn't cause a problem single-
handedly, but this movement accurately reflected the mood of
the tax paying electorate. Increasingly, the voters have
been saying, NO, to capital improvement. Along with voting
down bond measures, rate payers have been increasingly
unwilling to accept new or increased service charges. This
evident public mood, developing in an environment of concern
over the course of interest rates and future inflation, has
made intrastructure development and maintenance an extremely
difficult and challenging task.

Problems of public works development and maintenance are not
restricted to state and local government. Congress, and this
Committee in particular, must be acutely aware of the critical
needs to reduce the federal deficit, which will undoubtedly
involve sharp cut-backs in expenditures which somehow must
be made to provide vital services needed by the public.

Something more is needed, and I believe public agencies are
considering privatization as a concept which may provide
some of the answers to the current issues.
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ADVANTAGES OF PRIVATIZATION

Regarding financial issues, it is my opinion that the poten-tial advantages offered to units of local government byprivatization are quite clear. They include the following:

o An alternative source of financing may be possible.

o Governmental units can potentially shift "front-end"costs to someone else: the private sector.

o The need for the governmental agency to success-fully pass a bond issue, obtain an appropriation,
or provide revenue experience may be avoided.

o The limited debt financing capabilities of localand perhaps even state government is preserved andcan be utilized for other purposes.

o Overall cost to the rate payer for a specific
service may be less.

The above factors can certainly represent significant advan-tages, and with the possible exception of the last mentioned,I believe these advantages are recognized by units of localgovernment. Other advantages which may by offered by privatization to governmental agencies are as follows:

o Time delays associated with waiting for grants,approval of federal and state agencies, meeting
legal requirements for financing etc., may beavoided.

o Privatization may reduce the time required forconstruction. Time saved in construction, particu-larly during a period of inflation, generally
reflects substantial cost savings.

o Private operation may offer savings in operatingcosts by spreading administrative, management andprofessional/technical costs among multiple facili-ties and by obtaining bulk purchase discounts.

o Since the private sector can frequently move morerapidly and with less need for time-consuming
financial arrangements, facilities can be providedwith less reserve capacity than may be the caseunder public ownership. Under private ownership,expansion of capacity can be provided more easily,and hence, more frequently. Capacity provided,
therefore, can be more closely matched to capacityrequired.



178

There are other advantages to privatization that may not
involve direct financial considerations. Units of government
for example, may frequently find it to their advantage to
pass the responsibility for operating a complex facility to
a private organization that is able to maintain a staff of
highly trained professionals and technicians not available
to the unit of local government. In other instances, the
local government may wish to transfer the responsibility for
operating a sensitive facility to the private sector. For
example, our subsidiary, Operation Management International.,
has recently contracted with the City of Fayetteville,
Arkansas, to operate and maintain a 10 million gallon per
day advanced wastewater treatment plant. Under terms of the
contract, OMI is responsible to the City-of Fayetteville to
guarantee that the effluent from the wastewater treatment
plant meets the state imposed discharge requirements.

In other instances, local government may perceive a benefit
in eliminating difficult political considerations by trans--
ferring responsibility for providing services to the public
to the private sector. For example, privatization may give
the opportunity for a private entity to assume the respon-
sibility for negotiating union contracts with specialty crafts
involved in the operation and maintenance of a complicated
facility providing water, wastewater, power, or solid waste
disposal services to a unit of local government.

CH2M HILL EXPERIENCE WITH PRIVATIZATION

As previously stated, a major interest of CH2M HILL in
privatization is to be able to offer to our clients in state
and local government alternatives for the financing, con-
struction, operation, and maintenance of public facilities
which may be an advantage to the client. Our experience in
this area has been most favorable in the areas of energy,
solid waste to energy, water, and wastewater management.

In the energy area, CH2M HILL is involved in at least
20 small hydroelectric projects ranging in size from
100 kilowatts to 20 megawatts. Our experience suggests that
these projects are today being developed on a more rapid
schedule and at a lower cost than that which could have been
obtained through conventional financing and management
procedures that public agencies are normally required to
follow.

CH2M HILL is also involved in development of the world's
biggest solar power plant, a 17.5 megawatt facility near
Brawley, California. The team in this instance, includes
the San Diego Gas and Electric Company ownerl Guy S.
Atkinson Company, general contractor; Luz Israel, manufacturer
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of the solar collectors, CH2M HILL, engineers and a number of
others firms. CH2M HILL is involved in the design of the
facility.

CH2M HILL's subsidiary, Operations Management International,
currently has contracts to operate and maintain 18 waste-
water treatment plants from Maui, Hawaii, to Fayetteville,
Arkansas, as previously described.

In the municipal water supply field, CH2M HILL (in associa-
tion with the Kansas City firm of Black and Veatch) has
recently been selected to provide design and construction
engineering services to the City of Austin, Texas, for a
$275 million water supply project including major water
treatment facilities, reservoir intakes, and a 30-mile
tunnel conduit to transport the finished water to the city.
Although the City of Austin has not made a final decision,
privatization is one of the alternatives for financing the
facility which is to be investigated as a part of our
services.

Another example of a successful water project involves a
$50 million facility for Orlando, Florida. This water re-
source facility involves a contract by Signal Company for
the building and ownership of the facility designed by
another consulting firm engaged by the municipal utility.
CH2M HILL's subsidiary, OMI, is to provide operation and
maintenance services for the completed facility at a cost of
over $2 million per year in current value dollars.

FEDERAL ACTIONS REQUIRED TO ENHANCE PRIVATIZATION

I have tried to outline briefly in the foregoing some of the
principle advantages of privatization. In my opinion, these
advantages are sufficiently attractive to justify taking
steps to make this form of providing services tb the public
more readily availiable.

There are currently, however, several measures moving through
the Congress which may severely inhibit application of
privatization unless they are modified.

Units of local government in the United States are faced
with major problems in the financing of domestic water
supply facilities and wastewater treatment facilities
required to meet the requirements of the federal Clean Water
Act and the Safe Drinking Water Act. In the case of the
Clean Water Act, EPA estimates construction needs of
$120 billion to solve all of our wastewater needs by the
year 2000. In Idaho alone, the unmet need amounts to
$323 million. In addition, $60 billion is required
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nationwide to meet drinking water needs. An effective
financing mechanism that can assist local units of govern-
ment in meeting these requirements is the use of private
financing, ownership and operation (privatization) of the
needed public works.

As you are aware, HR 4170, the 1984 tax/deficit reduction
bill will soon be considered by a Conference Committee. If
highly restrictive language in the House version of the tax
bill becomes law, it will become impossible to utilize
privatization for sewage treatment and drinking water
facilities. Provisions included in the Senate version
(Dole-Long Amendment No. 2902) of the tax bill contain
language which would allow communities to use this means of
financing.

As a member of the Finance Committee, Senator Symms, you are
in a position to encourage the conferees to support the
following provisions that:

o Include special service contract rule for solid
waste, waste water and energy recovery facilities
(Section 22-New Section 168)(k)(3)

o Retain exceptions for wastewater and solid waste
facilities from accelerated cost recovery systems
(ACRS) restrictions where industrial development
revenue bonds (IDBS) are used (Section 715).

o Provide exceptions for wastewater and solid waste
from arbitrage restrictions where IDBS are used
(Section 717).

o Do not impose dollar limits on the amount of IDBS
that may be issued to finance municipal drinking
water, wastewater and solid waste/energy facilities.
Such facilities are public-purpose projects vital
to public health and environmental quality.

With regard to the last point, the Senate version of the tax
bill places no limit on the amount of IDBs that may be
issued. The House version, however, includes a provision
placing a cap on the total amount of IDBs a state may issue
on a per capita basis. I would hope that the Senate
conferees insist either that the House cap provision be
dropped or that IDBs for water and wastewater treatment be
exempted from any such cap that is included in the final
version.

There is another area that must be continually addressed by
the Congress if the resources of the private sector are to
be fully utilized in the development and re-development of
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the public works intrastructure of our nation. This issueis the tendency to shift responsibilities to the federalgovernment which should be left to local government or theprivate sector. For example, the provisions of the omnibuswater bills now moving through the Congress, S1739 andH.B. 3678. These bills will authorize $10 billion or morein federal funds for water resource projects. As presentlydrafted, these bills would tend to expand the role of thefederal government at the expense of the private sector.S1739 would permit the U.S. Army Corps of Engineers to con--tinue their broad involvement in the engineering aspects ofwater project development. It will further add responsibil-ities in the field of domestic water supply, which havetraditionally been accomplished totally by the privatesector and/or units of local government.

The programs authorized under Title VIII of S1739 pertain tomunicipal water facilities which have long been the respon-sibility of local units of government with only incidentalinfusion of federal funds and with design and constructionbeing accomplished essentially totally in the private sectoror by local government.

Should this bill become law, the Corps will certainly useits authority to add additional permanent employees to meetwhat will be claimed as its new municipal water authorityresponsibilities, for this agency currently has no expertisein this area. The Corps will not only take over a tradi-tional private sector A/E market, it will now also competewith us for personnel as it did in the wastewater constructiongrants program some years ago.

I have attached as Appendix A, testimony of Richard D. Harzaof Harza Engineering Company and Holly A. Cornell of CH2MHILL, which was presented last year before the SenateSubcommittee on Water Resources of the Committee on Environ-ment and Public Works regarding cost sharing and urban watersupply. This testimony describes in detail how the privatesector and local government can perform all elements of amajor water resource development projects at a cost sub-stantially less, and in a fraction of the time that would berequired if the traditional process involved in federalfunding of water projects were followed.

The Corps of Engineers claims to have a goal to contract out25 percent of their civil works (water resource developmentprojects) to private sector A/E firms. Data available to mefrom the American Consulting Engineers Council, suggeststhat the actual amount contracted out is but 11-13 percentof the total architect/engineers (A/E) services. Even withoutthe new programs and projects to be authorized in S1739, thisis a costly duplication of the private sector'scapabilities.
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In order to assure minimum acceptable level of A/E partici-

pation in current civil works projects and to preserve 
our

traditional drinking water supply markets, I would hope,

Senator Symms, that you, as a member of the Public Works

Committee, would offer the following amendment to S1739

when it is considered on the Senate floor:

'The Secretary shall procure by contract not less than

50 percentum of architectural and engineering services

required for technical assistance, reconnaissance sur--

veys, feasibility reports, design and construction 
of

water resource projects. With respect to the programs

authorized in Title VIII, 100 percentum of such

services described above shall be contracted out."

SUMMARY

In summary, it is my strong opinion that privatization has a

strong and important place in meeting the need to construct,

redevelop, maintain and operate facilities necessary 
to

offer vital services to the citizens of the United States.

Continued vigilance and action by the Congress is required,

however, to assure that the resources of the private sector

can indeed be brought to bear in meeting these public 
needs.

I sincerely appreciate your interest in this subject and the

opportunity you have given me to present my views on this

subject.

BoP277/008
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Statement Of Richard D. Harza

Mr. Chairman, members of the Subcommittee on Water Re-

sources. My name is Richard D. Harza, Chairman and President

of Harza Engineering, Chicago, Illinois. With me are Holly

Cornell of CH2M Hill Engineers, Corvallis, Oregon, and

Laurence D. Bory, Deputy Director of Governmental Affairs for

ACEC. We are pleased to have this opportunity this morning to

address cost-sharing as it relates to urban water supply. The

American Consulting Engineers Council (ACEC) endorses S. 1031,

the Water Resources Policy Act of 1983, and urges amendments to

it to require federal agencies to rely more on the private

sector, in the development of water resources projects.

We will make a brief general statement about federal water

projects policy and then specifically describe a major urban

water supply project totally funded by local sources to show

that 100 percent cost-sharing can and does work.

ACEC is an association of 3,800 private engineering firms

employing more than 120,000 engineers, scientists and tech-

nicians. More than 25 percent of our member firms are civil

engineering firms that perform planning, design and construc-

tion management services for water resources projects. Dams

and reservoirs, locks, hydropower generating facilities,

stormwater basins and drainage systems, irrigation systems,

ports, harbors and marinas, water and wastewater treatment and

supply systems, groundwater recharge projects and aquifer
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monitoring and control systems are designed and built with the
technical expertise of consulting engineers.

ACEC and its members have observed four trends in recent
years that threaten the future development and maintenance of
out water infrastructure:

1. An increasing reliance and dependence upon federal

funding for water projects of all kinds1

2. An increasing demand for uniform national standards

or criteria for design of water projects which would

inhibit tailoring projects to local conditions and

applying innovative design criteria

3. An increase in the time and money needed to construct

water projects due to the bureaucratic delay that

accompanies federal involvement; and

4. A neglect of rehabilitation, maintenance and upgrad-

ing of existing water resources facilities because

federal funding focuses on new construction. The

deteriorated condition of the nation's water infra-

structure is in part a result of the political

attraction of new construction starts.

Water projpcts funded through the Corps of Engineers, the
Bureau of Reclamation, the Tennessee Valley Authority and the
independent power commissions have an abysmal record of delay
and inflated project costs. A recent General Accounting Of-
fice (GAO) report suggested that the Corps of Engineers could
achieve greater savings through increased use of value engi-
neering. The average federally funded water resources project
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does not receive construction funding from 
Congress until more

than 20 years after preliminary feasibility studies are au-

thorized. Each year agencies must ask Congress again for

funding of ongoing projects, making the financing of water

resources projects essentially a political process. Need;

technical feasibility and cost-effectiveness, not politics,

should be the primary determinants in selection 
of projects for

funding, as the ACEC supported 1982 revisions 
to the Department

of the Interior's Water Criteria and Guidelines 
stated.

ACEC's members believe local funding through 
cost-sharing

can alleviate many of the problems outlined 
above.

Specifically, the cost-sharing concept incorporated 
in S.

1031 would reduce project costs and accelerate 
completion by:

* Acceleration of feasibility studies

Local funding of feasibility studies can cut as much as

five to seven years off the current 20-year-plus average.

Many projects languish for years while the Corps establishes

its own internal priorities. Early completion of preliminary

studies by private engineers would permit projects to be

acclerated toward design approval, and eliminate non-cost-

effective technical solutions from consideration. This can

save 20 to 30 percent of final construction cost 
in inflation

alone.

* Advanced purchase or options on land acquisition

Many federally funded projects struggle 
through the fund-

ing process only to be further delayed because 
necessary land

acquisition, rights-of-way or condemnations have not



187

commenced. Beginning of the land acquisition process after
completion of the feasibility studies may save 25 percent in
land inflation and forestall speculative purchase in anticipa-
tion of federal funding.

* Advanced commitments of local financing

Establishing a source of local financing in advance of
construction approval can also save time and money. Creation
of an industrial development authority and preparation of a
private investment package (often called privatization") plan
in advance can significantly reduce costs and stimulate local
interest and business support for the project. Advance local
financing also encourages ancillary taxable investment direct-
ly resulting from the project. This may save an additional ten
percent.

Local financing of design using local private sector
engineers and -local participation in construction, such as
advance purchase of equipment, are other examples of cost-
sharing strategies. It has been conservatively estimated that
cost-sharing could reduce project completion times by more
than half and total project costs by more than 60 percent in
inflation-related savings alone.

Local funding can be accomplished through user fees that
reflect the value of the water service. The federal govern-
ment can create incentives for beneficiaries of funded systems
to repay the local share and the operation, maintenance,
capital replacement and rehabilitation costs. This will not
only reduce the demand for federal funds and the pressure on
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the federal deficit, but spread the availability 
and incentive

of federal funds further.

The Reagan Administration has consistently asserted 
that

federally funded projects that have an identifiable 
group of

local beneficiaries should be required to share costs if they

are Oenterprisew derived -- that is, if fees are generated from

the federal facility or service. ACZC supports this position.

Most water projects primarily benefit local, not national

users but such national interests as economic development,

energy generation, improved navigation and water quality im-

provement are generally also served by water 
resources proj-

ects. The funding ratio between federal and local sources

should, ideally, reflect the proportionate local 
and national

benefit.

Is cost-sharing practical, can it be the basis for

significant water project development? ACEC believes it not

only can, but does, and offers an example of a project 
that was

financed through local "enterprise funding without any fed-

eral participation and, consequently, at substantially less

cost and far less time.

In the late 1960s the Bureau of Reclamation did some

preliminary studies for a major water supply and 
flood control

project on the South Platte River in Colorado. The project

contemplated a high and low dam to capture snow melt and

provide municipal as well as agricultural water 
for Denver and

the surrounding area. It would also complement an existing

flood control reservoir.
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It became clear that federal funding for the project was

going to be a long-term proposition. The Denver Water Board

decided that the Foothills portion of the project was too

important to rely on the distant future chance of federal

funds. Since this was critical for a reliable source of water-

for municipal and industrial purposes for the city and its

expected rapid growth, the Water Board decided to undertake the

project itself.

After additional analyses for location cost and engineer-

ing features it was decided to design and build a system with

three major components: (1) a dam and impoundment on the South

Platte River, (2) a water supply tunnel to take water from the

dam to the (3) treatment plant which would eventually double

the total water available to the city.

The Denver Board of Water Commissioners selected three

private sector engineering firms each with specific experience

and skills to plan and design each project component:

* Harza Engineering Company, Chicago, Illinois, my own

firm, was selected to design the dam. We decided a

double curvature thin-arch concrete dam was the most

appropriate cost-effective and efficient technolo-

gy. The Strontia Springs Dam, by its unique design,

uses less than half the concrete of a traditional

dam. Its location provides an assured water supply

for Denver fed by gravity to virtually eliminate

pumping. Hydroelectric generation can be added

later. The design was developed using up-do-date

38-507 0 - 85 - 13
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computer models which permitted testing a wide vari-

ety of alternatives to combine safety, cost-effec-

tiveness and ease of construction. Design and con-

struction were completed in seven years, and our

estimates were less than one percent different from

the $36.4 million construction cost.

* DMJK/Phillips, Reister, Haley, Inc., Denver,

Colorado, were chosen to design the water supply

tunnel. This three-mile-long, 10.5-foot-diameter,

concrete-lined tunnel connects the intake tower

behind the dam with the treatment plant. Design and

construction required nine years and cost $22 mil-

lion dollars, $2 million under design estimates.

* CH2M Hill, Corvallis, Oregon, designed the treatment

plant. The plant is fully automated and computer

controlled and provides water of quality which ex-

ceeds EPA drinking water standards. One hundred

twenty-five million gallons per day are treated

which increases the total treated water capacity of

the city by 25 percent. The design contemplates

three additions to the plant capacity, one of which

is now being designed. This addition also of 125

mgd will increase the city's capacity to 750 mgd.

Ultimately, the plant will double the treated water

capacity.

The plant has several innovative design features which

save significant operating costs:
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0 A 3,000 kw hydroelectric turbine installed in the

headworks (the point at which the water supply

tunnel enters into the treatment plant) driven by

the raw water flow generates all the electricity

needed to operate the plant with surplus sold to a

local electric utility. Estimated annual savings

$400,000.

* Because the plant was located several hundred feet

above the city power to pump finished water is

reduced 38 percent an estimated annual saving of

$1.1 million.

* The plant can be run by only two operators. Automa-

tion of processes and computer run instrumentation

assures maximum efficiency of chemical and energy

utilization and reduces unnecessary labor costs.

Management data gathering and analysis such as in-

ventory control, maintenance schedules, permit com-

pliance statistics are also built into the system.

The plant was completed for $50 million consistent with

design estimates and was delayed only by a four-month construc-

tion strike. Finished water was available to the system in

June, 1983, as projected in the schedule.

Finding a comparable federally funded project would be

very difficult. But based on conservative averages we esti-

mate that this project which cost over $108 million and took

approximately ten years to design and construct would not even

have been approved for design had the city chosen to await
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federal funding. Using a very conservative 20-year planning-

to-construction cycle and an inflation rate of six percent

(half the average construction inflation rate over the last ten

years) the project would not have been completed until 1996 and

would likely cost more than $228 million. This does not

include increased costs due to federal requirements such as

Davis-Bacon and other social and environmental regulation.

We suggest, therefore, that the following principles be

added to the water resources legislation to accomplish the

important national objectives we all desire in water develop-

ment;

1. Greater reliance on the private sector; especially

for engineering and other technical services, such

as value engineering;

2. Encouragement of innovative and creative designs

that increase cost-effectiveness; and

3. Greater flexibility in national standards in re-

sponse to local conditions or professional judgment.

These changes are in the public interest because private

consulting engineers and construction contractors have unpara-

lleled experience in designing and building water projects

for both public agency and private industrial clients, such as

power companies. Their record for cost-effectiveness, inno-

vation and on-time, under-budget completion cannot be matched.

Local governments and private beneficiaries which will be

paying between 30 and 100 percent of the cost under the cost-

sharing proposal should have the benefit of private sector

engineering skill and know-how.
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The realization of the federal-local partnership envi-

sioned by the proposed legislation will be aided immeasurably

by the participation of the private sector. The Corps of

Engineers and the private sector have worked together to build

water resources projects throughout the United States and

across the globe. It was not so long ago that our water

projects were the envy of and model for the world. Inflation,

delay and excessive federal spending have eroded some of that

leadership. But renewed and reformed federal cost-sharing

policy can make local governments and states partners in that

leadership position, not dependents in a federal water welfare

program.

We appreciate the opportunity to present our views on this

legislation.

Senator SYMMS. OK. Thank you very much, Earl. We appreciateit.
The subcommittee will stand in recess for about 5 minutes andgive our reporter a chance to stretch and the chairman a chance tostretch, and then we'll come back to our last two witnesses.
[A brief recess was taken.]
Senator SYMMS. The subcommittee will resume the hearings, andwe are delighted to have as our next witness, Mr. Robert M. David-son, senior vice president of the Parsons Corp., to testify.
Mr. Davidson, please go right ahead.

STATEMENT OF ROBERT M. DAVIDSON, SENIOR VICE
PRESIDENT, THE PARSONS CORP., PASADENA, CA

Mr. DAVIDSON. Senator Symms, I'm very pleased to be here totestify before your subcommittee.
My name is Bob Davidson. I'm a senior vice president with theParsons Corp. of Pasadena, CA. Parsons is one of the world's larg-est engineering construction companies. We have a strong recordin the development of energy projects and natural resources andan equally strong record of building infrastructure facilities, bothin the United States and in some 40 countries around the globe.We have designed and built some of the largest airports in theworld, worked on virtually every subway system in America, anddesigned water and wastewater systems from Chicago to Cairo.In this committee's initial report on America's infrastructure, itwas stated that we must develop new financing mechanisms if
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many of the aging and inadequate infrastructure facilities in this
country are to be replaced.

Your assessment is correct. The needs are enormous. The Con-
gressional Budget Office estimates that annual capital outlays for
infrastructure needs by all levels of government must increase in
constant dollars from $36 billion in 1983 to $53 billion in 1990.

But we are going in the opposite direction. State and local infra-
structure expenditures have declined from $35.9 billion in 1968 to
$21.1 billion in 1982. Federal grants and direct expenditures are
also declining.

In this day of tax revolts and Federal deficits, it will be very dif-
ficult to increase Government spending for capital outlays. Several
innovative solutions have been suggested, including State and Fed-
eral infrastructure banks and bond funds. These ideas need to be
explored. I appear before you today as an advocate of another fi-
nancing mechanism, one that substitutes private credit for public
debt and competition for bureaucracy. It is the privatization of
public purpose infrastructure.

Just what is privatization? In the first place, it is a new idea only
in its application. For decades, many cities have contracted out to
have a variety of services performed by companies in the private
sector. Rubbish collection, groundskeeping, maintenance services,
engineering, and a wide variety of construction services are often
performed for municipalities on a contractual basis. In recent years
a number of projects in which solid waste is turned into energy
have been developed by the private sector.

Privatization is already proving its value in several cities around
the country. I am proud to say that in Chandler, AZ, Parsons is
playing a pioneering role in the process. Chandler has become the
first American city to opt for the private financing of a new
wastewater treatment plant. Auburn, AL, is following suit with
plans for two new wastewater treatment plants that will be pri-
vately funded. In both cases Parsons is the private sector company
involved, putting us in the position of being well qualified to dis-
cuss this innovative financing technique.

Many of you are no doubt familiar with the growing private in-
dustry of treating solid waste by burning it to create energy. My
discussion today is focused on the treatment of water and
wastewater.

The Environmental Protection Agency has estimated that ap-
proximately 6,500 American communities will have to build new
wastewater treatment plants by the end of the century because
their existing plants no longer meet their needs, either in terms of
capacity or in terms of EPA clean water standards. The cost of
building these new, upgraded facilities will exceed $100 billion. Re-
ports vary on just how much of this money will be available from
the Federal Government. Certain budgetary pressures will lead to
a reduction of Federal grants. As a result, more and more commu-
nities are looking at privatization as a possible solution to their
problems.

By one estimate, discussions are now underway to privatize
something approaching 5 billion dollars' worth of these facilities.
We believe the figure could go much higher, pending a favorable
outcome of legislation now being considered by Congress. My com-
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pany is receiving inquiries about privatization on a weekly basis
from cities and Government agencies that have searched in vain
for a cost-effective method of upgrading wastewater treatment pro-
grams.

Also, many municipalities are in drastic need of new potable
water treatment plants. Estimates are that somewhere between
$6.3 billion and $9.1 billion per year must be spent on such plants
between now and the year 2000, with actual expenditures to date
falling considerably short of that figure. Again, many cities have
expressed the desire to have the option to finance these facilities
through privatization.

What is the basis for the cities' interest in privatization? First
and foremost are financial considerations. With Federal grants
drying up and many cities near or at the legal limit of their bonded
indebtedness, the prospects of raising tens of millions of dollars for
a new plant are not bright. Since many cities are already facing
crises in such areas as education, police and fire protection, the
funds that are available are going to meet these more highly visi-
ble needs. Wastewater treatment and other infrastructure projects,
being less visible, are placed at the bottom of the priority list, and
they stay there for years. The city of Auburn, AL, for instance, has
spent 12 years looking for an economical way of financing a new
wastewater treatment plant.

Economy is another reason why cities are turning to privatiza-
tion. Chandler, AZ's financial adviser, Boettcher & Co., has esti-
mated Chandler will save about $1.1 million per year through the
privatization of its new wastewater treatment plant.

The city's residents will also save. Chandler officials say they
will have to hike user fees from their current level of $3.50 per
month to $7.30 per month this summer and to $8.85 by July 1985.
Had they been forced to finance their new wastewater treatment
plant themselves, they estimate user fees would have skyrocketed
to $18.50 during the same period.

In Auburn, where the average family currently pays $6.72 per
month in user fees, costs will climb to $10.85 per month to finance
their new facility under privatization; but, had they been forced to
use a more conventional form of financing, Auburn officials believe
their fees would have increased to at least $13.30 per month.

But there are other key factors in keeping costs down, which pri-
vatization allows, through the development of turnkey projects.
Normally, facilities such as water and wastewater treatment plants
are designed by one firm, built by another, and then operated by
city employees. While this may appear on the surface to be a good
system of checks and balances, what it has really meant is that the
engineers have frequently designed such plants without enough
thought to the constructability of the design. It looks good on
paper, but can it be built that way? Frequently, the answer is no.
The American Clean Water Association says its research shows
that a steady stream of change orders has in the past driven up the
cost of constructing these new plants. Nor have these plants been
designed with efficiency of operations and maintenance in mind.
Operations and maintenance costs can be reduced if the plant de-
signers take 0 & M problems into consideration when the plant is
still on the drawing board.
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While these factors can contribute to cost savings that are passed
along to cities, I must point out that the private sector can and will
pass on even greater savings, including tax savings, if given the op-
portunity to develop such projects.

The resolution of two tax issues currently before Congress will
determine whether cities will be given the option to finance their
wastewater and water treatment facilities through privatization.

The first issue relates to the availability of investment tax cred-
its and accelerated depreciation to the private parties who finance
and own these facilities. A current House of Representatives pro-
posal, H.R. 4170, designed principally to place restrictions on leas-
ing to municipalities, is so broadly and poorly drafted that it would
threaten to remove these tax benefits for owners of water and
wastewater treatment plants who provide a treatment service to a
municipality. Such highly restrictive legislation is antimunicipal
and antiprivatization.

Under its provision, a company wishing to finance and own fa-
cilities for the manufacturer of some drug paraphernalia or porno-
graphic materials would receive an unimpaired right to investment
tax credits and accelerated depreciation. If the same company
wished to finance and own facilities to clean a city's water, these
tax benefits would be denied. Our cities and our people will not
long tolerate legislators with those values.

The second threat relates to companion legislation which would
limit the use of industrial development bonds for the private fi-
nancing of these infrastructure facilities. If tax exempt bonds are
to be limited, it should be done sensibly. And many limitations
should go to the use of bonds, not to the issue of private versus
public issuers or ownership. Certainly, it is just as much in the
public interest to encourage private companies to use their own
credit to construct public purpose infrastrucutre as it is to encour-
age debt-ridden cities to incur still more debt.

Reducing Federal deficits and closing tax loopholes are laudable
goals. The tax provisions I have just outlined, however, cannot be
shown to raise a single dollar, and if adopted, will no doubt kill any
possibility for the future privatization of water and wastewater fa-
cilities.

The EPA has mandated an end to the dumping of untreated or
undertreated sewage by 1988. Municipalities have been told that a
lack of Federal funds to pay for upgraded plants won't be consid-
ered an acceptable excuse for noncompliance. EPA officials have
been quoted as saying they mean business as far as enforcement
goes with communities that fail to develop secondary and advanced
treatment systems liable for fines. In some cases, EPA-fostered law-
suits are expected.

Without recourse to privatization, many communities will find
themselves with their backs against the wall. With State limits on
their bonded indebtedness and on property taxes, many cities can
only hope once again for what has all too often been the last refuge
of municipal governments, the Federal bailout.

If Federal funds are not available, cities will be forced to turn to
so-called creative financing, which brings with it a variety of pit-
falls and risks to municipal credit ratings. Privatization is a better
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solution. With privatization, the private sector company involved
assumes substantially all the financial risks of such a project.

Some critics have contended that municipalities leave themselves
open to numerous risks once they begin doing business with pri-
vate sector companies. That is contrary to our experience. We have
found city officials and their professional advisors fully capable of
choosing among competing privatization proposals and contracting
sensibly for these services. Indeed, given a choice, they would
prefer to avoid the redtape of Government grants.

-In summary, there is no question that thousands of communities
around the Nation are making some very hard choices if they are
to maintain the basic level of services the public has come to
expect. At the same time, the Federal Government is getting
tougher in its enforcement of environmental protection regulations,
while warning that the Federal well into which cities have been
dipping for years is beginning to run dry.

Cities and other local governments are in desperate need of new
infrastructure facilities they simply don't have the money to pay
for. Privatization is a logical alternative to meet these needs. Pri-
vatization has been endorsed by many States and cities. Several
States, such as Utah and Alabama, have adopted legislation to en-
courage privatization.

In my own State of California, Governor Deukmejian's infra-
structure review task force has recommended the privatization of
wastewater treatment and other facilities as a means of meeting
California's critical needs. The enthusiasm and support of State
and local governments has been demonstrated. The interest and
ability of private industry has also been demonstrated. What is
needed is a cooperative attitude on the part of the Federal Govern-
ment.

Thank you for the opportunity to address this subcommittee. If
you have any questions, I would be pleased to answer them.

[The following articles were attached to Mr. Davidson's state-
ment:]
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Privatization
of
Public Facilities

The Parsons Corporation

.
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PRIVATIZATION:

The wave of the future for U.S. cities

American cities, faced with the need
to expand or rebuild many public
works and infrastructure projects, are
discovering a new financial option in
their efforts to meet those needs.

The concept is called privatization,
a unique blend of government and pri-
vate enterprise.

Privatization offers local govern-
ment a practical method of providing
an essential public service without
placing an increased financial burden
on taxpayers. Under the privatization
concept, private enterprise not only
designs and builds, but also owns and
operates an infrastructure or public
works project. Through the use of
industrial revenue bonds, private in-
dustry also provides complete financ-
ing, a method that allows the com-
munity to deliver a requisite service
without raising taxes, increasing user
fees or impairing its own bond rating.

A pioneer in the development of the

privatization concept, The Parsons
Corporation is one of the world's larg-
est international engineering and oon-
struction organizations. Parsons op-
erating companies each year design
and/or construct facilities for gov-
ernment and industry worth approx-
imately $2.6 billion.

Under the privatization concept,
Parsons or one of its subsidiaries, such
as the prominent environmental en-
gineering firm Engineering-Scienoe,
Inc., provides design and construction
management services, as well as oper-
ations and maintenance and complete
project financing.

Parsons' services in the area of pri-
vatization are being made available to
a wide range of municipal facilities,
among them water and wastewater
treatment plants, conventional and
cogeneration power plants, and trans-
portation systems.

The Parsons Corporation
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Chandler Privatizes
Wastewater Facility
By Robert M. Davidson, Senior Vice President, The Parsons Corp.

Like many Sun Belt cities,
Chandler, Arizona, has under-
goone dramatic growth.

Founded is 1912 us an agricultural
community 35 miles southeast of
Ph.enis, Chandler anderwent a
population explosion in the 1970s
because of an influx of goods-pro-
ducing industries ranging from eec.
tr-nic calculators to mobile homes.
The city's population grew from al-
most 14,000 in 1970 to nearly 30,000
iv 1980 and hbs since risen to more
than 45,000.

As is the caue in other cities,
growth bas strained Chandler's bil-
ity to provide municipal services, in.
rudiog watsewater trealmet. Chi-
dIet, however, has taken a step to
salve its problems, by bocoming the
fiest municipality in the nation to opt
for the peitatioution of a new waste
water treatment plant.

An extended aeration. activated
sludge facility capable of processing
up td five million gallons of waste.
water per day will ho built on a 40.
acre plot in Chandler, and the entire
facility will he pricately financed as
wll as privately owned and open-
atcd. Chandler will pay a monthly
service fee in have its wastewalro
trated and will retint ownership of
the end peoduct. The now plant will
he a reclamation facility with the
treated water sold to Iocal agricul.
lural interests foe irrigation purposes
and later to developers for recr.a
tional and industial use.

Chandler's decision to turn to the
private sector for help in prouiding
needed municipal services began in
1979 when the city commenced on
extensiNe program of planning for
future growth. With the populatitn
sweling by an estimated 1,000 peo
pie pee month. Chandler officials
recognized that needs mould over.
burden the city's ability to deliver
municipul services unlens careful
planning wus uedertaken. According
to City Manager Hat Sbhilliog, pni'
natiostion was one of the alterna

tines under early consideration.
-We are a city with no "rIla.

tions on the ivan of she private
ownership of pnblic services,'' says
Schilling. "As Ilng ar the service of.
fered is equal to or bolter than that

which could bo provided by a public
agency, and as Ing as the cost is
right, we will go to the private son-

That philosophy had already led
Chandler to coniroct with privcte
eiterprisr for refute and garbage
collection, as well as some public
groundskerping and civil engineering
reviem services. But the deveopment
of a new mart-water treatment facil-
isy differed fram those prolects, due
to the required heavy upitial outlay.

Among the people providing fi-
nandal advice to the city was
Bueircher & Company, a Denver-
bated investment barking firm.
Since Butterfield, a municipal fi-
nance specialist in the firm's Ph-e.
nix office, recommended a pinately
finenced progrm.

"Privatization was a much-dis-
cussed, but yet untried, method of
financing treatment plants," says
Butterfield. "oBut the more on
Iooked into it, the more sense it
seemed to make."

Bonttchee identified numerous ad-
vantages for Chandler in priva-iia-
stun. Privatioatioo would free the
city from having to raise user fees,
and left Chandler's bond capecity
unimpoired, thus permitting coven-
tinnal bonds 8 an option for finac-
ilg other neeied services.

Peivrti'ation mould also sane
Chandler both time and money in
bidding she job, and Bonrtcher con-
vinced the city thrt o rem marte-a.
see treatment facility could bo built
and aperared by private enterprise
for less money than Chandler could
build aed operate the plant itself.
Boettche'r pI.., accepted by the city
council, called foe raising approi-
mately S23 million through indus'
trial developmeet revenue bonds to
bo issued by the Industrial Deveop-
meet Authority of the city of Char-

The next step mat to fisd a cow-
pony oth she expertise to build and
operate the plant and the willingness
to take the financiol risks. The Par.
suns Corporation, an engineerting/
construction ueganization beadqam-
.ered ie Pasadena, California., was

selected fur the project.-
In order to take advantage of in'

-entives that would make industrial
dvelopment bonds attracive to p0.
tensial ivestors, the funding phase
of the project oeeded quick 05db'
tio.u Worreed by a possibhe loss of
federal too dollars through the sale
of tao-free industrial revenue boods,
some members of Congeess bane
threatened legislation that would
make the issuance of srch bonds
more difficuh. Since Artzona hk no
laws prohibiting the private wner-
ship of public facilities, i wan im-
portant to close the project in 1983.
before the effective date of any ad-
verse legislation.

The funding plan Parsons offered
included too alternative proposols to
the industrial renenue bond concept
Chandler mar using. The first was
the us of the financial strength of
the corporation to buck the issuance
of the bonds. The secnnd was the use
of a variable or floating rate rather
than a fihed rate to pay bond hold-

The two Parsons proposals were
accepted by Chandler officials.
Three weeks after Parsons was an-

lected, a comprehensive service
agreement was completed. Chan-
dler's Industrial Development Au.-
thoriy subsequently issued nearly
$23 million in fluting ruti industriul
development boods secured by on ir-
revocable letter of credit from the
Bunk of America and backed by
Parsons.

The agreement included ereiew of
the initial wasiewater treatment plant

design by Parsons sobsidiary, Engi.
neeriog.Science. This option allowed
Parsons to assume design rspon.-
siblisy for ceetain aspects of the
plant. Construction and plant ope-
orient and maintenance mill bo the

responsibility of a new subsidiaey,
Parsons Moniipol Service, Inc.

The decision so pnvaite n needed
public facility har allowed Chandler
to proide its residents with a public
service without a significant increase
in user fees nra general tax increase.
The use of floariog rte industrial
development bonds mil sane the city
an estimated It.1 million per year so
the cost of financig the wancewater
treatment pealect.

-Schilling sees privatizatiun as a
possibility foe other public works
projects in Chandler. "We need to
get more and more privat inest-
imen in our communities, but you
can's if you don't hav- the iafent.
-toctore to support new facilities,"
he says. "Since you won't hane the
federal gocernment to defray as
mony of the enpenses in the years ro
come, this kind of financing of pub-
ic facilities is the future.'"

Amori.elOms CO & C-anfy/Moemh 19U



201

Profitable Coma.y

Is Parsons on aogel of mtunicipal
James Flanigan mercy? Not at all. It is a highly

profitable engineering companyparsons {M OWS with an $8.5-billion backlog of

Parsons Shlows mworhk. and earnings last year of $46

nes the third largest, after Bech-Ingenu ity Can ci and Flunr, of the big U.S.
Uity en~~~~gineering fi~nns. Parsons inakes

* ~ ~ ~ ~ ~~~ismoney, whether designing andWork Wonders building o new industrial ciy inW ork W onders Sau~~~~~di Arohiaorn retrofitting a refin-
ery in Louisiana. by billing he tme

Whatever happened to Yankee and output of its engineers. And

ingenuity' You get the feeling good money it is, roughly 26% on
sometimes thot the whole country in investment lost year.
like an old house going to ruin It will make a comparable return
because the handyman hos gone on its investment in the water
away. The hndges and roads ar in treatment plant for Chandler, yet
need of repair; traffic is snarled but the commumlty will pay less for the
there are no trains; elec tric power service than if it had financed the
plants-planned at a different time protect Iself with tan-free munici
for different needs-ar to espen- pal hands. How is that? First of all,
sive to open. too costly to cacel. Parsons has put up $23 n allion to

There never seems to be enough hck industrial revenue bonds that
money to do what, needs to be done, will be issued by Chandler. but not
What's happened to Yankee inge- charged to the town's debt total
nuity? because Parsons is bearing the risk.

It's alive and well and recently Also, because Parsons is a pivate
showed ita face in Chandler, Ano., a company, it can take the risk of
growing town of 4ti,0D that in 5y floating interest rates on the
miles southwest of Phoenix. Chan bonds-currently it is paying less
dler needed a new waste water than 6%-while a political entity
treatment plant but was hard wsing public funds could not. Then,
pressed for the money to pay for it. toe, Parsons will henef it from tan
The city asked prospective contra- credits-the investtment tan credit
tos to be prepared toput up 20% of (about 10%) and accelerated de-
the cost of the plant if they wanted preciation-that will shelter itoth-
to he considered for the jnk of cc corporate income. The renull
building it. But in came Parsonn Chandler gets a low service charge
Corp., the Pasadena-based engi- for water treatment, and Parsons
neering and construction company, gets work for its engineers and a
and offered not only to finance the good profit.
entire $23-million plant but to own Parsons is bidding on a similar
and operate it, selling the water project in Auburn, Ala., and looking
treatment service to Chandler for also to build, own and operate steam
the next two dozen years, after and electricity co-generation faili-
which the town will have the option ties for chemical companies near
of buying the plant or continuing to Houston (Parsons would sell pro-
pay for Parsons' service, but at a cena steam to petrochemical pro-
lower rate docers, and sell the electricity to

Houston Lighting& Power).

tnaaded With Spars Cash

Note. Parsons is loaded with
spare cash, and it is relatively slow
time for engineering protect world-
wide. Other companies might think
of diversification at such a time But
Parsons,'more sensibly, is develop-
ing a variation on its main business,
playing from its strength. "We are
not uncomfortable designing and
building these plants," observes
Chairman William Leonhard, a for-
mer Air Force general. "It's a way
to make an honest bhck."

"It's a concept whose time has
come," declares Harvey Goldman a
partner in the accounting firm of
Arthur Young & Co. The Young firm
pioneered the idea of privatining
public works two years ago when
cutbacks in federal funding for
water treatment left localities in
difficulty. Now it is consulting with
Utah, on four projects in Salt Lake
City, with New Jersey, on a $40-
milihon facility in Bayonne, and with
22 other states on ways in which
prvate industry and local govere-
ment can work together.

Is this a healthy trend? Of course
it is. The skills of private industry
are being directed to the public
purpose, and tax credits, for once,
are being used to foster useful and
necessary work. Think about that
the nest time some after-dinner
speaker or political candidate gves
off a belch of hot air about the
implacable conflict between buhi-
ness and government. With a little
ingenuity they can work together
for the good of all.

'Co. Angeles (Timeo
Sunday, March 11, 1984



onning down their streetb dis-
A traugbt cty fathers in the tiny
Southern Caoiforni town of Nor could
mot afford to build a new sewagetreat-
west plan As a result, they faced the

unpopular prospect of tounig sway new
residentb and bwoinesses. But this year,
Norcm finly hopes to break gmound on
a sewage plat-thaknh to a financing
technique called "pnvatination." By en-
hisng a profit-makmg company to build,

own, and operate basic faclities, Norm
and other filancially pinched cities may
get muniripal serices sooner and save
up to 69% at the same time.

Under privatizatios, a facility-och
as a wastewater or sewage-treatment
plant-is fianced with thxesempt in-
dustrial development bonds (IDs). The
IDBs are nsued by the municipality or
county, but they are an obligaton of the
pivate company that owns and operates
the plant and is responsible for paying
the bondholders. The company's cost of
borrowing through an IDB is virtaully
always lower than it would be without
the taoxexempt statos. Once the facility
is op and running, the owner tahkes the
tsa benefits that normally go along with
a private project, including ivestment
ou credito and depreciation-benefita

that are not osable by a municipafity.
The tx adntages that the corpora-

tion ptomren help produce a huge nay-
img for the city. But it ib preciely these
tx benefits that have raised hackles in
Congress, which is crently in a frenzy
of loophole-plagging to shriok the bud-
get deficit. (page 29). Faced with a
storm of protest by gmeeors, boed ass
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electric generation stations, toxa-waste
projects, ttassit systems, office complex-
en, parldkg garages, and health and edu-
eationml fadifites.

OAI5ZArIoT Kn KU. One of the most
established applications of privatizaoon
is the refuse -to-energy propecto that Sig-
nal Cos., a La Jolla (Calif.) conglomerate,
h.a pioneered for nearly a decade. Now,
as nire towns bump ceilmgo on their
bood-issuing capacity and find federal
grantn drying up, the technique is gain-
mg wider notice. Some city officials,
such as Noecos' Ronald E Cano, ase a
partnership with a private company 00
their only option. "We were really up
agamst a wall, and conventional finane-
img wao too expennive for 00," Cano
sayo. A ibston engineering firm, Met-
calf & Eddy Ine., will finaoce, design,
manage the contruction, own, and run
Norco's new sewage-treatment plant

Investment bankers and consultants
nay that dozens of other cities-iclud-
ing Auburn, Ala.; Trenton, N.J., Salt
Lake City and Orlsdo-are ronsidering
prjens using privatinatin, For the rap
idly growimg Phoenix suburb of Chan-
dler, privatiation wan "the only practi
cal alternative" for building a new
sewage-treatment plant, nays 'darry H.
Webber, the town's director of manage-
ment serices. "We either had to do this
or stop growing."

Utilizing a $22.9 million LDn, Parnson
Corp. will budd the town's sewage plant
at a cost te Chandler equal to an interest
rate of about 7.2%. The eompany will
provide a wastewater treatment servie,
but the water wil still be owned and
controlled by the town. Parsons wdl
have no direct cntact with the public.
Chandler will pay Parsons its fee while
it will esntnue to bill ito residential and
other sewage cautomers.

Moot cities, of course, hove not priva-
tioed such facilities, often financing
them with revenue bonds backed by fees
the city colleets from users of ito sew-
age and water systems. That alternative,
however, is not always feasible. Says
Chandler's Webber- "We cosld. t hope
to go to the Street and sell a 22year
revenue bond issue at 7.2%."
mumS SIUS, Webber figures Chuodler is
saving $1.1 million a year during the
eontrac's 25 years, and the saovigs will
be passed on to nzers. Instead of sewage
bills jumping from SS.50 per month to
18.f0, they will rise to only $7.30 this

summer and to S8.8 in July, 1995. Al-
though he says structuring the deal was
difficulc Webber is eonsidermg privati-
nation for a water treatment facility,
too. Jerry Brooks, the mayor of Chan-
dler, concedes that there was resistance
tno the technique at firto "but once the
people and ouncdl members understood
it, they were wholeheartedly behind it"

RNANCE
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derwnters, and pollution-tcol conmpa-
mies, the lawmakers ace unlDkely tno sim-
ply outlaw soBs, but even their
alternative propoeals would jeopardioe
many priatioation projects. For in-
stne, they would like to limit each
state'a IDt issuance to S150 per-person, a
cap that would leave cities fighting for
them annual share.

s`W eA m _u Congress also
wants to put a S40 millin hliit on the
number of mon per company and shrink
tax benefitb by tightening depreciation
roles. Says Dan Rostenkowskid (D-ll.),
chairman of the House Ways & Mears
Commdttee: "We recognie that volame
lioitatons are very cotrovesial, but
they are the only effecrlve way tn con
tml what hbs become the equioalent of a
rnaway entitlements program."

Robert M. Daidson, seninr vice-pressF
dent of Parsons Corp., says if such pro-
posaas becme law, "it will severely domo
age, if not end, the privatization
projecto." Parsons, a Pasadena (Calif.)
engineering firm, hopes that at the lenst
oertain key community sermes will be
exempted from any legislation. The comn
pany e-pects the pmofitable activty to
become a major business thrust

The Enironmental Pretection Agency
estimates that smie 3118 billion worth
of work needs to be done by the end of
this cenmy in sewage treatment alone.
Persons' Dovidson sees at lest as much
construetion needed in water treatment
'Ihere simply is not enough money is
the federal Treasury to support those
needs," says Jack E. Ravan, the EPA.
assistant admioistrator for water. Other
eandidates for priatization are hydro-

BJSINES9SWEEK/tPRLo. a198
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__W Editorials

Privatization is no scam

The flood of private investors champing at the bit to get in
on the wastewater pnvatiation bonanza automatically sig-
ndals alarms in Washington and tow--council chambers. The
tax-shelter potential is immense. And that sounds like big
money can be made by private investors providing public
services-exactly the opposite of what well-intentioned pro-
moters of the prvaization concept want to convey.

Wall Street is spending time and money to convince
Congress to retain the generous tax benefits avadiable for
private investors m municipal wastewater treatment plants.
But they are putting the cars before the horse. Nearly
everyone contacted for this week's article on prvatization in
the wastewater business noted that they have investors lined
up but no place to put all the money (see p. 24). Municipal
officials are curious, but few are taking the bait.

One estimate of the privatization potential in the waste-
water business is tiat it will rival the federally subsidized
market created by the Environmental Protection Agency
construction grants program. Without the municipalities on
board, however, it won't amount to a hill of beans. What's
needed-and what the American Clean Water Association
(ACWA) is trying to put together-is an educational cam-
paign directed at municipal officials and the public showing
that privazation is not a scam but a logical way to finance,
design, build and operate new systems or expansions.

Lan- J. Silverman, eecutive director of the 200-member
organization formed in 1979 to meld environmental and
wastewater business interests, is leading the educational
effort from his office in Washington, D.C.

Few are better qualified to convince the tennis shoe
contingent of the good results that can be had by unleash-
ing the Wall Street wolves. Silverman is a lawyer, a graduate
of Ralph Nader's lobbying school and a convert-after the
1977 amendments to the Clean Water Act--t, the proposi-
non that businessmen and environmentalists work best to-
gether as a team promoting clean water. He has credibility
and experience in Washington and in towa councils.

ACWA seeks to become the clearinghouse for information
on privatization. The dedication and expenience is there.
What it lacks is a war chest.

RWvnnu tiss ENGiNEERiNG InEWS RECORD, Juziats 19t. 1t
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Private cash in public pipes
First wastewater pnivatization pact signed, more on the way

he concept of pnsate onership, op-
Teraion and respons-ibility or munc-

Ipa1 serices in the U.S is catchng on in
the seoerage businrss as -ash-strapped

towns are lurrd into the complex pva." -
Guatton arena bs promises ol' prompt
completion of oreded projects ad rli-N F
able seric at affordable prices The
first sttl deal in the wastewacr held Wb ,
has been signed with a fasC.TrowCig 3'h *Cuntnln Cu,
electronics hub south of Phoenix. An e m nenI
towns in Califosma. Pennss-.ania. Mis. strunt 5 rainandn
stsstppt and New Jetsey may be closc motrot1 lciilst. TI

behind. ~~~~~~~~~O~~28a~~75M
'There is aboat $5 billion wrth of rrin n

prO"fecs I'm aware of where people are
acniselv working on some kind of waste
water pncatination program,' sass Har-
se- .Coldman. a partner at
managemet consultant Arthur Young
& Co.. New York Cit. Goldman, one of _
the earlirsi and most ethusiastic pro-
moters of the idea, sas he has pria-_tia
tion saldies under way for two dozen
dienstincludiug New York City-and .-
for treatmen plants and pipe projects
ranging from $3 million to $750

milton.
French and West German engneer

mr and wastewater equipment fins,
with lobg etpenence owting and oper.
ati treamlneni plants at home, are Enstmnmnntatnt Sitwen
loohung so sell their espenence here.
They are joined in the search for tsdlmg
muslipal parners by nearly eseel major US inr e l
engineenng firm plns a handful of contractors and equipment

Those that hase successfully tapped the treatment plant
operation and maintenance business have an advantage be-
rause they hase earned the trit of municipaliies. But the
market is large. About 5,000 towns and ciies need to expand
treatmem capacity or build new sewerage ssiems, according
to the Environmental Proftection Agenc. For a lot of them.
pds'ate quity is the cheapest source of cash for getting
projects stlled in EPA's consmtucion grats pipeline moving
toard construction.

For investors, "The tas credits involved in muutcipal sew.
age treatment projects are far better than for real estate or
most other tas shelters The multiples are so great, there's no
better place to put your money." usas Robert G. Wes, chief
financial officer for The ItertWest Group, Inc., a San Ramon.,
Calif., residential deceloper and prospector in the wasretater
prisinatiun market.

nman kny lbbyist Permbngi pesuin uspoowiatty m dmean wui.

p.uFdae. The Parsons Corp., Pasadena, Cahif. has
grabbed the first slice of the pie as the sole fiancier of a 5-
mgd adancfed ousierater treatment plant for Chandler. Ar,.
And the hig enusiractor is hun for more. Afher beitg

selected in Chandler's second soliciaion. "we sat dosin sth
the ciy, negotiated the contract and stld the bonds iU les
than a month," ysa Jacques R. Allewarri. tattager of corpo.
rate accounting for Parsons. "We wat to be its ihis business

and we'ne going tojromote it i ast i .
Parsons, rankedi on e.NR's Top 400 c-uitraciors' list last

ear with $4.3 billion in new 1982 comracts. is hfianciulg the
project with $22.9 million in indusmtial retie bonds issued
as tas.frer, floating-rate tcutite sold lo itstitutiotial itocs.
toes hi E.F. Hutton & Co., Inc., Ncts York Cii,, and hs
Chandler's financial adviser. Bocrcher & Co., Dc[cri. TIbe 25.
sear bods., backed hy a letter of credt fiom the Bank ol
Amenra. initily ramied an inerest rate of 67%. 'The ate on
the "lowcr-foaiers" change monthly but has aseiaged 03%
since the bonds s re itiroduced in Septc ttbet. 19fi.

Betnitd men ENGnIEEUNuG NEWS RECORD., uy 19,1984
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City blazes new trail
for sewer plant
By Tom Herrmann
Staff writer

Caught between a need to keep pace with the city's
rapid growth and a limited source of funding,
Chandler officials are turning to a unique arrange-
ment to build the South Chandler sewage treatment
plant.

If ne otitnns with a California firm can be coon-
piled un the next 10 days, Chandler will become the
first city in the nation La tet private industry build and
operate such a plant.

Under the arrangement, called "privatization,"
Parsons Cop. of Pasadena, Calif., would build the $20
miniton plant and treat the ity's sewage for the next
23 years. The result is expected to be substantial sav-
info for the firm and for Chandler, said Steve Butter-
field, a representative of Boettcher and Co., which is
overseeing the project.

"It's the best of both worlds," said Butterfield, who
also has said the city could save nearly $1 million ayear by letting Pursans own and operate the plant.

Under the plan, Parsons would issue $20 million in
tax-free bonds, which the city would repay at a 7.15
percent interest rate, about four points below the cur-
rent market rate of interest The Chandler Industrial
Development Authority last week gave preliminary
approval of the industrial revenue bonds for the pro.
ject.

Final approval from the IDA and the Chandler City
Council is expected to come Dec. 20, if negotiations
are completed by then.

No other cities have tried privatization on sewage
plants because the concept is a new and difficult ose
for city leaders to grasp. Butterfield said.

"Until recent years it just hasn't been widely
known," he said. "There haven't been seminars to ex-
plain it.

"What makes It difficult is that the coty has to em-
brace the concept of giving up ownership of something
that traditionally has been theirs." he said. "It's a
philosophical decision: What do you give up? And you
also have to decide whether to give up operating the
plant.

"These peape (city officials) have gone to school
and been taught that these are services cities provide.
It's difficult for them to give that up. That was the
original point of negativism on the council, they didn't
wont to gino it up. It's a big step."

Chandler already has a contract with a private
firm, SCA Services, to collect garbage. That ex-

perience may have been enough to
convince city officials to give
privatization a chance, Butterfield
said.

"I think through the garbage
thing they came to realize that
private management may be able
to do a better job with some things.
That's a big reason they've decid-
ed to go ahead with privatization."

The city's ptential advantages
of warking with private industry
go far beyond the estimated
5950,000 a year cash savings, But-
terfield said.

"Chandler has grown by leaps
and bounds, as you know, but
that's not always good for a city
because you have bonding (debt)
limits," he said. "You can run out
of bonding capacity in a hurry.

"Chandler has been very in-
novative in using improvement
districts for streets and using
Municipal Property Corporation
bonds for downtown. They're us-
ing all their financial options quite
creatively, but they're still getting
near the limits."

By letting Parsons Issue the
bonds for the sewage plant, the ci-
ty doesn't push itsel closer to
those state-imposed limits, he
said. That, in turn, keeps the city
tram having to decide whether to
use its b fndator the plant or, for
example, for downtown redevelop-
ment, he said.

"It's not their (the city's) debt.
It allows them to meet their other
obligations because it doesn't go
toward any of their bond limits. As
far as the city's concerned, it's a
real beauty."

Chandler Officials originally
thought of using a grant from the
federal Environmental Protection
Agency to pay for the plant. But
reductions in federal spending
under the Reagan administration
have left Chandler well down the
list of cities that will receive
federal funding.

Those federal cuts may cause a
lot of cities to follow Chandler's
lead, Butterfield said.

"The EPA historically has given
out tremendous amounts of money
for sewer plants, but there has
been a freeze under this ad-
ministration," he said.

"More than anything else, this
(privatimlion) is going to be the
thing of the future, with funds dry-
ing up and the bond market get-
ting tighter and tighter. That's an
added reason why ths is just star-
ting to take place. There has been
money up until recent years; now
it's starting to dry up."

There also are advantages for
the firm, he said. Parsons will
realize a "substantial" savings by
being allowed to issue the tax-
exempt hoods.

Parsons is doing it for a tax
credit. They're in a 50 percent tax
bracket. What better way to put
their money to use?

"They get a tax credit, ac-
celerated depreciation (on in-
vestments in the plant and equip.
ment) and their capital is being
used in something they do
They're not investing in stocks and
bonds or something someone else
may know better than they do."

The company also will be able to
use the plant as an advertisement
for projects with other cities, he
said.

Reprinted from the Chandler Arizonan
December 18, 1983
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Senator SYMMS. Yes, I do have a question. I thank you very
much for a very good statement.

The question I'm trying to get at is, we are told if the county or
State or city allows private enterprise to have a big tax credit and
a nice tax advantage to invest in this that ultimately they end up
with a big bill when they're going to have to buy again, that the
taxpayers will pay for it twice.

Just walk me through an example of, let's say, if the city of Boise
or Salt Lake City, or wherever you my have such a facility,
Auburn, AL. If it's going to be privatized, who puts the money up,
and how is the financial package managed? Does Merrill Lynch sell
these items to Prudential-Bache, or do individual people? What
kind of a tax advantage does an investor get? What kind of a
return on the investment is it? Ultimately, at the end of the
course, what's the city have?

Mr. DAVIDSON. OK, that's a bundle of questions.
Senator SYMMs. Walk me through an example, we have a lot of

misinformation on it. I think that's part of what happened to the
House Ways and Means Committee, that they have staff people tell
them one thing and the Members didn't know exactly what was
going on, and so they probably voted for something without really
knowing how it worked.

Mr. DAVIDSON. Let me give you a few base lines before I try to
walk through a hypothetical example.

Senator SYMMS. I might just give you one comment that you
made that you said the public-I made a note of it here. You said
that our cities and our people will not long tolerate legislators with
those values. I don't know why you'd say that because they've been
doing it for the last 50 years. How'd we end up with an $850 billion
Federal Budget?

The Grace Commission is probably one of the most fortunate
things that's happened in President Reagan's administration, that
he's got that done. But the national news media will spend more
time on the Jesse Jackson campaign than they will on the Grace
Commission. They won't hardly come to the meeting. When Peter
Grace himself testified, it was hard to get the news media to cover
it.

Mr. DAVIDSON. Senator, let me give you two base lines that you
can keep in the back of your mind before I go through perhaps a
hypothetical example of how one of these is financed and what the
various benefits are.

Recall that in my remarks I quoted officials of the city of Chan-
dler, AZ, indicating that on a $22.9 million, about a $23 million fa-
cility, they were saving $1.1 million a year. Now, they and their
financial advisors--

Senator SYMMS. This is Chandler, AZ?
Mr. DAVIDSON. Chandler, AZ.
Senator SYMMS. How big a city is that?
Mr. DAVIDSON. The city has a population of about 45,000 right

now.
Senator SYMMS. OK.
Mr. DAVIDSON. Now, that facility is going to be their second facil-

ity. They already have one. On a $23 million facility they will save
$1.1 million per year for 24 years. Now, that's their calculation, not
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mine. But just keep that in the back of your mind, that the cities
do perceive savings.

Senator SYMMS. Yes.
Mr. DAVIDSON. Second, keep in your mind how we have financed

these programs for many years. In this great country of ours we
have cash and we have debt. Those are the only forms of financing
that we have. To date, these facilities have been financed with Fed-
eral cash in the form of EPA grants, direct grants, and municipal
debt. In each case they create debt. The Federal cash creates Fed-
eral debt, and the municipal debt, of course, is municipal debt.

What we are talking about here is a substitution of private cash
and private debt for public cash and public debt. That alone, even
if there wasn't one cost savings, one penny of cost savings, that
alone is a laudable goal, I believe.

Now, in the past these plants have been built with 75 percent
EPA grant funds. Now, I understand that they may lower that to
55 or 65 percent. But in either case, well over half the facility is
direct Federal expenditures coming right off and adding to the Fed-
eral deficit.

Financial advisors tell me that in a wastewater treatment privat-
ization program, the present value of all the tax benefits, including
ITC and ACR's depreciation. You take all those over the years-
and remember, depreciation is just a deferral of taxes, not an elimi-
nation of taxes-but you take those at present value. It is approxi-
mately a 20 percent number, 20 percent of value of the plant. So
initially, the Federal component of expense, in this case, less taxes
paid, although I want to get to that in a minute, 20 percent versus
a 55 and 75 percent direct grant. So the minimum Federal savings
is in the order of 45 to 50 percent. The conventional way versus
privatization. So that when people talk about the costs to the Gov-
ernment of these tax credits, they are not doing an apples-to-apples
comparison, because the conventional way to do it is for the Gov-
ernment to write a check for 55 to 75 percent of the plant. We're
not asking for that money.

Now, the way that we financed Chandler and the way we would
propose to finance Auburn and the other projects that we would
undertake, and many of our competitors-this is a very competitive
business-is that we would issue industrial development bonds,
which are currently allowed under the law, on the private compa-
ny's credit. The city of Chandler is not responsible to repay 1
penny of those industrial development bonds. Those industrial de-
velopment bonds are backed by Parsons Corp., further backed by,
in this case, the Bank of America. So the bondholders have not
only the credit of Parsons, but the credit of the entire Bank of
America, to make sure they get their bonds repaid. But not the city
of Chandler. So we don't impair their bonded capacity or their
credit rating.

They are free, then, to use their credit availability, their bond ca-
pacity, to ensure other services and infrastructure that is not con-
venient or appropriate to privatize. We then charge the city of
Chandler a service fee, which in this case, has two components to
it, what we call the base service fee and an O&M service fee.

Now, I believe that we are going to be more efficient for the rea-
sons that our previous folks who have testified had given. But for
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the purposes of comparison, let's assume that our O&M expenses
and the municipal O&M expenses are equal, that we bring no pri-
vate cost savings in that area. As I say, I believe that we will. But
if you look at the base service fee which represents in a sense the
cost of having that facility there and available to treat the waste-
water for many years, that service fee is substantially less than
what the municipality would have to pay merely for debt service if
they were to finance it themselves. Our fee is less than just the in-
terest they would pay, and I'm not talking about the amortization
of the principal, I'm talking about merely the interest on the prin-
cipal. Even if they weren't amortizing any of that debt, just paying
principal every year, our service fee is less.

Now, it is true that the tax law requires that at the end of the
service period, if the city wishes to acquire the facility, and I say if,
because the more these cities think about it, the less they want to
own these facilities, but if they desire to acquire at the end of the
service period or, indeed, any time, the tax law does require them
to pay fair-market value.

Senator SYMMS. That's where the argument comes from in some
of the Senate staffers on the Finance Committee that you have to
buy it twice.

Mr. DAVIDSON. Yes, but they're wrong, because when you realize
that the city is paying a service fee that's less than interest. Re-
member, if you were the bank and you loaned them the money and
they were paying you interest only, they'd have to pay the princi-
pal off some day. But they're paying us less than interest cost
alone. So they're making a tremendous savings every year. Those
savings, if abrogated, are far more than are sufficient to pay off the
cost of the facility at the end of the service period.

Senator SYMMS. Now, does the law require that you sell it to
them or just offer it to them?

Mr. DAVIDSON. No, the law does not require a sale, but the law
requires that if there be a sale or if the city has an option to pur-
chase, that it be done at a fair-market value. Now, nobody yet
knows what the fair-market value of a 25-year-old sewage treat-
ment plant is going to be. However, with the number of them being
privatized, we believe that that is an ascertainable figure 20 years
downstream. We don't believe that figure is going to be anywhere
near what the cost of a new facility is, given the fact that the facili-
ty has aged and technology has advanced.

Senator SYMMS. One thing about it, the person that owns it
doesn't have a whole wide range of choices of people to sell it to.

Mr. DAVIDSON. Exactly.
Senator SYMMs. Only the city is going to have much use for it.
Mr. DAVIDSON. Exactly. In the case of Chandler, we offered to

give them an option to purchase, if they wish, in year 24, or to con-
tinue with a service fee that's renegotiated at a substantially lower
rate. We will be offering the same in the city of Auburn.

Senator SYMMs. What's your investor get, then?
Mr. DAVIDSON. Well, in the case of Chandler, the investor is the

Parsons Corp. We have no syndication of equity or no people inter-
ested in investing.

Senator SYMMs. So in other words, you buy a sewage treatment
facility and build it?
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Mr. DAVIDSON. Yes.
Senator SYMMS. You own it?
Mr. DAVIDSON. Yes.
Senator SYMMS. $24 million. What's the return on the invest-

ment, then, or is that confidential information?
Mr. DAVIDSON. Well, I'm not sure yet. Since we know how much

that's going to cost us, we can calculate that.
Senator SYMMS. You can buy treasury bills and get 10 percent.

Can you get that much out of a sewage treatment plant?
Mr. DAVIDSON. We certaintly hope so. We're in the business of

making a profit. As Mr. Agee said, we have that discipline on us.
But even with a return which is average or equivalent return for

the remainder of our business, we can offer the city very substan-
tial savings, and it comes about because we're-we can design and
build them more efficiently. It comes about through the use of
some tax savings, admittedly, and it comes about through the effi-
ciency of operations. It also comes about because we can build
them so much quicker. When you go through the Federal grant
program, they have many stages, and at the end, sometimes not
even at the end of each stage, all the paperwork has to go back to
the EPA's regional headquarters in Washington and reviews have
to be done and people scratch their heads and make changes in
amendments and red-line drawings and this and that and other
things, and the fact of the matter is, the plants take years and
years to build.

In the city of Chandler, we have designed what we want to build.
We know what their needs are, and that plant is going to be on
line in less than 2 years. If it were and EPA program, it many take
4 or 5 years for that plant to be on line. You know that time is
money, and we can save a tremendous amount of money for our-
selves and the city by just going about getting the job done.

I don't know, Senator, if I fully responded to your question be-
cause it is a complicated situation.

Senator SYMMS. Well, I think you have. I'm going to use the
record to help me with some of my-do you have a question, Mr.
Hanke?

Mr. HANKE. I was just wanting to know, you mentioned you're
going to put this thing on line in 2 years in chandler, and it takes
maybe 8 years on average with the EPA, or something like that.

Mr. DAVIDSON. It certainly takes more. I don't know if 8 is cor-
rect.

Mr. HANKE. Let's say we agree that 8 is a reasonable number,
because that's the one I've used on occasion myself.

Now, coming back to the Clean Water Act, those deadlines are
1988--

Mr. DAVIDSON. July 1, 1988.
Mr. HANKE [continuing]. We're now in 1984, so what you're

saying in short is that it's impossible to achieve the goals of the
Clean Water Act unless you privatize; right?

Mr. DAVIDSON. Well, I think for a large number of cities that's
the case. Of course, we have a very difficult situation with one
level of Government, the EPA, attempting to do their job and to
enforce standards against another level of government, that is, mu-
nicipalities, when neither of them have really the financial where-



211

withal to get the job done. We believe that this country can privat-
ize a vast majority of new facilities required in the areas of drink-
ing water and wastewater treatment and get the job done by the
deadline period, it it starts now and if the conferees in the House
and the Senate, who are now meeting, takes sensible measures in
resolving their differences between the--

Senator SYMMS. In other words, you support what Mr. Reynolds
said?

Mr. DAVIDSON. Absolutely. Your asked him the question of the
service contracts.

Mr. HANKE. On those four points maybe, Mr. Davidson, if you'd
get back to Mr. Reynolds' prepared statement, he's got four points
there. Oh, you don't have the prepared statement, sorry.

Point 1 was the service contract. Can you tell us what that issue
is all about so the Senator has a better feeling for it?

Mr. DAVIDSON. Yes. As you probably know, the bills which are in
conference now from the House and the Senate have provisions in
them to remove certain tax benefits from investors if they lease
property to tax-exempt organizations. The purpose of that bill, as
we understand it, was to prohibit the so-called abuse of municipali-
ties and cities leasing back existing facilities to investor groups and
sharing in the tax benefits that accrue. The concern in Congress
was that the entire infrastructure of the country would be leased
out and that the Federal Government would lose billions of dollars
of tax revenues. These concerns may be well founded. I think there
are people who would question that. Nonetheless, that was the pur-
pose of the legislation.

So antileasing rules were written, but it was discovered by those
who were writing them that there are three things you can do with
property: You can own it and sell it, you can lease it, or you can
provide a service with it. So they needed to draw some distinctions
between leasing and providing a service with property. Therefore,
they developed a service contract or service agreement exemption
from the leasing prohibitions. However, in doing that, their lan-
guage made almost everything a lease, and it's almost impossible to
have a service contract, even if in fact you have a service contract.

The only exemption in the House was to solid waste to energy,
where you take solid garbage or whatever, burn it and create
energy. The Senate realized that there were other infrastructure
needs that could be met through legitimate service contracts, no
leases, and I'm going to get to the difference between those two
shortly. They provided exemptions not only for solid waste to
energy, but for cogeneration, alternate energy, and waste-water
treatment.

We believe the language means drinking water as well as waste
water. We see no logical reason to exclude drinking water, and we
have asked some Senators to perhaps clarify that this language
really means drinking water and waste water. But nonetheless, we
now stand with the position that the Senate provisions much more
sensibly address the question of service contract of this needed in-
frastructure than does the House provisions.

Let me get to the difference between a service contract and a
lease, although there are many technical definitions in the legisla-
tion. The principal definition, the principal distinction in my mind
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is that of an active versus a passive investment. If one is leasing
back city hall there really is-the owner really has no operating
responsibility for that facility. He doesn't possess it for control. He
takes no risk of loss. It is a pure financial transaction. That is not
the case in the solid-waste/waste-water privatization programs. My
company, for example, in the city of Chandler will operate that fa-
cility. We will control that facility. We will maintain it, fix it if
something goes wrong, and we bear the risk of loss if the facility
does not operate properly. That is not the case with these financial
transactions where city halls, or Navy ships, or libraries are being
sold and leased back. Those are fundamental distinctions. We are
in the business of providing a waste-water-treatment service. We
are not merely leasing property.

If the Senate can persuade the House that drinking water and
waste-water treatment should be given proper recognition in the
service contract language, it will go a long way toward at least
opening the door, not to force cities to privatize, but to giving them
an option to privatize their water and drinking water and waste-
water facilities.

The other provisions which our former speaker identified relate
principally to the House restrictions on industrial-development
bonds. We have a situation in this country where municipalities
under law are allowed to issue tax-free bonds to finance their oper-
ations. That has been the case for many years. Even under the
House legislation, which is somewhat restricted, that, of course,
will continue. The restrictions are being put on what's known as
private activity industrial-development bonds. These are tax-
exempt bonds, a portion of the proceeds of which go to a private
company rather than to a public entity.

It is our view that if restrictions need to be placed on the poten-
tial abuses of industrial-development bonds, so be it. However, we
believe those restrictions should be sensibly adopted and that the
restrictions should not automatically and doctrinally be developed
because of private or public ownership. Rather, the restrictions
should go to the use that development bonds are being placed to.
For example, in the area of water and waste-water treatment, we
believe as my statement records, that it is just as much in the
public interest to have a private company receive the benefit of the
industrial development bonds and pass that through to the city,
but put it on its own credit rating, its own debt, rather than to do
the same thing and have the city increase its debt. It's just as
much of a public-purpose use, and we would like to see the restric-
tions in the industrial-development-bond area. If there are to be
caps, or limits, or restrictions, that those restrictions be properly
prescribed and defined by the use of the bonds, not by the 1945
fair-deal notion of private verses public ownership.

If the public is benefiting, that should be the test. There are a
number of restrictions that the House has come up with in the
area of industrial-development bonds. Some of them relate to the
amount and timing of depreciation. Some of them relate to the
question of arbitrage restrictions and, of course, the major restric-
tion in the House is the per capita limit on the use of industrial-
development bonds.

Senator SYMMs. What do the arbitrage restrictions deal with?
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Mr. DAVIDSON. Senator, I am not-I really can't answer that in
detail. I would be happy to provide an answer to that, at a later
date.

Senator SYMMS. That would be fine.
Mr. DAVIDSON. But my people tell me that it's something that

will affect our programs adversely if adopted without regard to the
public-purpose test. As I mentioned, the biggest restriction is in
this per capita restriction the House has of $150 per capita to issue
these bonds in any State.

Now, there are a number of States that are up to that limit im-
mediately and wouldn't be able to issue any industrial development
bonds, regardless of how noble the purpose. Again, we think if
there are to be caps that waste-water treatment, drinking water
treatment, and the other public-purpose uses shoud be exempted
from those caps. It doesn't harm the cities or the taxpayers inthose cities if private companies are willing to take the credit for
these projects.

I hope that has answered your question.
Senator SYMMS. That is very good. Thank you.
Does the Parsons Corp. ever get involved in any bridges?
I mean, we're not talking about bridges here, we're talking about

water facilities, but I also chair the Surface Transportation Com-
mittee. I can't tell you how many billion dollars worth of worn out
bridges we have in America, but it's just astronomical. The old joke
in the old days was they sold the Brooklyn Bridge, but it's become
profitable. Now that people are actually considering selling these
bridges, and letting people rebuild them, and charge a toll to drive
over them.

Mr. DAVIDSON. Let me tell you what our experience has been inthat area. The Parsons Corp. does have a subsidiary called Deleuw
Cather Co., which has been in business 80 years in the area of de-
signing and managing the construction of bridges and rehabilitat-
ing bridges. So we can attest to the need in the United States of
rehabilitating principally old bridges. Again, the needs are very
large and your infrastructure task force has outlined those needs.

In the area of privatization, however, we have to look at what
facilities can best be privatized, which ones are truly ones which
bear ownership, operation, risk of loss, continuing maintenance
and those sorts of things; and from the private sector's viewpoint,
which one can we pass the most benefits along to the cities? We
believe that the areas of soild waste to energy, congeneration,
where cities have big steam needs because of office buildings, hospi-
tals, universities and the like, they can generate that steam, and
with the same fuel, with no extra fuel, generate electricity and sellit to a public utility very efficiently. Water and wastewater treat-
ment facilities, these are in a sense process facilities which are thei
most amenable to privatization.

A bridge, is really more of a passive type investment of which Ispoke of, and I believe your Congress would call that a lease, and Ithink we would lose our tax benefits and, of course, could not than
pay--

Senator SYMMS. It's kind of interesting, the way it works out
when the Government runs it. Up in Connecticut you remember
the tragic accident last year when the bridge collapsed and five or
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six people were tragically killed. When that bridge had already
failed Federal specifications and the State had been told it was
unsafe, but the State of Connecticut was bleeding money off the
people who paid tolls for years to drive on that section of the road
where the bridge was and using the money in the general fund to
run the State of Connecticut's welfare projects and other State pro-
grams-and not taking the money that people were paying to drive
on the road to repair the bridge. So what happened was the Feder-
al Government gave them $40 million to fix it out of the Federal
Trust Fund that we all paid money into, over my objection. But the
point is, it's badly circumvented. The people who make the argu-
ment against tax loopholes on the operation of water companies,
all they have to do is look and see how governments do it and then
privatization would look pretty attractive.

Mr. DAVIDSON. Well, Senator, I made that point in my remarks
that there are many public needs that are much more visible than
infrastructure, and the tendency of Government is to do exactly
what you just described, and that is to shift moneys to those serv-
ices which are more likely to come on TV, or more likely to be the
subject of debate at a city council meeting, and to shift money
away from infrastructure. But infrastructure is certainly one of our
national treasures and we need to preserve it.

Senator SYMMS. Well, the politicians in Connecticut were buying
votes from special-interest groups with the money that was being
spent on the infrastructure. It is just that simple.

Mr. DAVIDSON. Now, in the area of bridges and roads and metro
systems, the Government has, as you know, recently adopted a 5-
cent gasoline tax which is going into a fund for the repair of these
facilities. I don't know whether this is the sole answer, but I be-
lieve that we are now seeing more resources channeled toward the
repair of that kind of transportation infrastructure. So in that area
the funds are tending to increase through the use of this tax reve-
nue.

And in the area of water and wastewater treatment, the funds
are decreasing at the Federal level, and it seems to me that we
have here a very good match of private willingness to put their ex-
pertise and credit on the line and a public restriction on the
amount of resources they can provide.

Senator SYMMS. Thank you very much. I think Mr. Hanke has
one question.

Mr. HANKE. Yes. I just wanted to clarify something that you
spoke of earlier, and that was the present value of the tax benefits
for these plants, and you mentioned that the present value was
roughly 20 percent.

Mr. DAVIDSON. That's the maximum that it would be. Let me go
through that just a second.

Mr. HANKE. My question is: Does that include ITC and the accel-
erated cost--

Mr. DAVIDSON. Yes. The ITC, as you know, is a 10 percent ITC.
However, these facilities are not subject to total ITC. In other
words, all of the facility does not bear investment tax credit. It has
been our experience that between 70 and 80 percent of the facility
qualifies for investment tax credit. So on the average that might be
a 7 1/2-percent cost out of the 20.
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Now, on the depreciation side, we have a certain portion of the
plant that may qualify for relatively short-term depreciation, 5 or 7
years perhaps in the new legislation, and the remainder for 15 or
20 years. Now, you can use various costs of money, but when you
bring those back to present dollars, it is my belief that even under
the most pessimistic assumptions you will find that the costs to the
Federal Government is about 20 percent.

Now, let me remind you that when the Treasury people go about
assessing the costs of these tax bills, they are not being realistic.
An assumption is made that whenever a company receives a tax
benefit for a particular activity, such as wastewater privatization,
that they would not have made an alternate or optional investment
to receive any back-tax benefits. That certainly is not reality. If
Parsons doesn't get its tax benefits in wastewater treatment, it's
going to get them someplace else:

Now, I told you, although we're not in this business and we
never intend to be, we can easily go in the business of drug para-
phernalia or pornographic literature and those facilities would get
all sorts of tax benefits. Now, where is the logic? Tell me where the
logic is that we can get tax benefits for that activity and not to
clean a city's water? There is no logic.

Mr. HANKE. Well, there isn't even any logic in these committees
because on the Finance Committee they are looking with blinders
at the tax bill and they say well, if we allow these private waste-
water facilities, we're going to have-they don't make this calcula-
tion because they don't even know how to do it, but you'd have a
tax benefit of present value at 20 percent of the total, OK. Let's
assume they knew how to make it and they could. Now, that's one
committee. Now, you go over to the next committee, Environment
and Public Works, and what are they doing? They're giving a 55-
percent grant--

Mr DAVIDSON. Minimum.
Mr. HANKE [continuing]. Minimum up front to a new waste-

water treatment plant, and yet, the Tax Committee is driving all of
this legislation saying we're going to have huge budget exposure by
giving these tax benefits for private plants, whereas you're saving
probably 35 to 55 percent immediately by privatizing.

Mr. DAVIDSON. We are decreasing the Federal deficit through the
privatization of wastewater treatment plants. Now, let me tell you
something else--

Senator SYMMS. I tell you something else, the members of the
Tax Committee, they think all the money belongs to the Govern-
ment and anything that they let the people keep they call it tax
expenditure. It's a new definition.

Mr. DAVIDSON. Let me tell you something else that's happening
here. In the city of Chandler, Parsons & Chandler, without going to
the Federal Government, made a deal. By the way, we had a lot of
competition and we were selected. We made a deal. We made a
local deal using private credit, private equity to build a waste-
water treatment plant.

In the other system, what happens? The Federal Government
doesn't need certain things. They put certain requirements on
cities and then the State establishes priority lists. So the local com-
munity has to have people that understand the EPA rules and the
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State rules. The State has to have people that understand the EPA
rules. Applications are made for funds. Those applications go to the
State. Then the applications go to the Federal Government, and
what we have is thousands and thousands of bureaucrats all func-
tioning on a system that's trying to distribute funds to municipali-
ties. Who accounts for all of those expenditures? How many waste-
water treatment plants can be built with all the money we've spent
on buildings and bureaucrats just to administer this system?

Mr. HANKE. Those are in the 312 incompatible accounting
system.

Senator SYMMs. Right. Thank you very much. I appreciate it.
Now I'd like to hear our last witness, and I want him to know

that he's certainly not our least witness. He will get every bit as
much attention as the other witnesses.

Mr. Richard Christensen is from Prudential-Bache in Salt Lake
City, who is going to tell us about some of his personal experiences
involved in privatization. We look forward to hearing your state-
ment. Your entire statement will be made part of our record, and
please go right ahead.

STATEMENT OF RICHARD CHRISTENSEN, FIRST VICE PRESI-
DENT, PRUDENTIAL-BACHE SECURITIES, INC., SALT LAKE CITY,
UT
Mr. CHRISTENSEN. Senator Symms and Mr. Hanke, it's a pleasure

to be with you. I'm pleased to be able to participate in this event,
which I think has some far-reaching beneficial consequences to the
management of governmental services and entities across the coun-
try.

I've spent 25 years involved in the financing of infrastructure
types of improvements for local entities throughout the intermoun-
tain West.

The subject of privatization has sparked the interest and fired
the imagination of many across the country. The public sector,
both Federal and local, being under particularly onerous economic
constraints at this time, has viewed the concept either as a method
of obtaining alternative financing for necessary public projects or
an avenue for deleting certain services from the ever-increasing
roster of public services provided by various government entities at
all levels.

The private side, in characteristic fashion, has formulated visions
of new markets and new services to be provided, new revenue
streams to be generated, profits to be earned, and dollars to be tax-
sheltered.

At the Federal level there seems to be dual thrusts for going pri-
vate. First, the philosophical position of a desire for less govern-
mental involvement in people's lives, which has been articulated
today. Second, the intense pressures to reduce spending, increase
revenues, and generate capital for budget balancing and debt re-
duction purposes, which has also been articulated.

These forces lead to the exploration of concepts such as the sale
of Federal lands, Government-owned hydroelectric projects and
other public assets, and the contracting for services, rather than
the acquisition of the service rendering capital assets.
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Previously discussed, also, was the next paragraph concerning
the Navy ship transaction. I would just like to say in conclusion to
that, that some solidification of the understanding of the net
impact on the Federal Treasury resulting from this type of transac-
tion is needed. It does not always follow that the two concepts of
more private sector business and lower costs are necessarily com-
patible.

At the local level government entities are engaged in the explo-
ration of alternative financing methods for the complete roster of
public services. Historically, public type functions and services
have been variously in and out of the public jurisdiction.

Hospitals and facilities for rendering health care have had an as-
sortment of owners, including to a large extent, municipal govern-
mental units, as well as churches, fraternal organizations, and doc-
tors groups. The trend in recent years, for the most part, has been
out of these modes of ownership and into either nonprofit public
corporations or for-profit investor-owned corporations.

In bygone years across the country, the majority of the culinary
water systems were privately owned, and because of lack of proper
maintenance and economic incentive over the years, have generally
gravitated into public ownership, with the supplying of domestic
water now being handled in the majority by the public sector.

In the electric power business, the trend has been from public
utilities to investor-owned utilities, and back again. I see no clear
indication as to the direction of that process at the moment, nor
any compelling economic or other reasons why there should be
much shift, though as rates continue to increase there will un-
doubtedly continue to be a goodly portion of unrest.

The air transportation business in the United States has gravi-
tated to a wholesome mix of private and public, with airlines them-
selves being private companies, but airports and related functions
being primarily in the public province. You made a comment about
the Washington airport, Senator, which bears there.

Waste water treatment has nearly always been a franchise of the
public sector, whereas the provision of natural gas and other fuel
sources has been, for the most part, the domain of the private
sector. There are, of course, certain exceptions in all of these cases.

There seems to be no overwhelming economic mandate for vital
and basic services to be provided exclusively by either the public or
the private sector. I do not regard privatization as the solution to
all of the tough economic decisions faced by Government and cor-
porate leaders today. It does, however, appear to be an important
concept holding great promise for many projects and, therefore,
worthy--

Senator SYMMs. If I can just interrupt you for a second for a
question. You made a comment about the airports, and it's very in-
teresting that the public tells me all the time that they want to
have a safe regulation of air traffic and air safety so that when
they go get on an airliner and fly somewhere they feel safe. Yet,
the CAB and FAA, which regulate and operate National Airport in
Washington, DC, for a long time have said there's too many flights
in and out of there. It's a very congested air space and it's a high-
risk probability that they don t view it as safe. They're supposed to
be the people regulating it. Every time it comes up to send some of
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the flights out to Dulles Airport, which is near Washington, the
Congress has a vote on the floor and votes to make them put the
flights back at National because it's more convenient for the Con-
gressmen flying out of town.

Then the same people turn around and try to tell the people out
here in the West how to run their business and meet the stand-
ards. Yet, it goes on every day right almost in the shadow of the
Capital, and it's incredible to me that nobody ever focuses on those
kinds of issues.

Mr. CHRISTENSEN. It's a real anomaly, and I think what you have
is the inability of regulators to cut through the real demands of the
free market which require or insist that these planes land at that
particular airport or in those locations.

Senator SYMMS. It's such a mess at National Airport. Last Friday
afternoon I left there on a Friday afternoon flight and I almost
missed the flight because of the traffic jam just trying to get in and
out from the terminal because it's so overloaded with people. They
can't handle the whole thing. It's just an unbelievable mess operat-
ed under the so-called guise of Government safety regulation; but
they can't do anything about it. I don't blame the people who work
at the FAA and the CAB for that, because they have the Congress
telling them what they have to do.

Mr. CHRISTENSEN. I think there's a case where rather than listen-
ing to pressure groups, the Congress and the Senate just have to
make some hard decisions.

Senator SYMMs. Well, the Congress-a guy lives in Columbus,
OH, he's out working the floor because if he goes to Dulles it takes
him longer to get to the airport almost than it does to fly to Colum-
bus. You can run over to National in just a few minutes. So from a
convenience standpoint, they'll go around and lobby and get votes
to keep more flights at National because all of the flights east of
the Mississippi come out of National. Most of us who come further
west a lot of times will go on to Dulles and fly to Salt Lake or
Denver. It's just really interesting. They've got enough votes that
they can overturn a ruling the CAB makes, or Mrs. Dole might
make a ruling from the Department of Transportation and Con-
gress overturns it.

Mr. CHRISTENSEN. It's an interesting system, Senator.
Senator SYMMs. It's a good reason to privatize it.
Mr. CHRISTENSEN. If privatization as a tool can be developed and

refined, and it is being so accomplished, it can then take its place
as a valid competitor for the honor of being the vehicles by which
great and vital public service is rendered.

Our responsibility is to develop the option, to make it available,
to make it competitive and, therefore, to give variety and choice to
public officials in infrastructure financing, making it possible for
them to more effectively render sound economic decisions in
today's difficult environment.

In developing the conceptual option, let me outline what I see as
the major areas of concern as I work with local public officials.
Then I've set forth, and I don't need to read all of these, the prob-
lems, and most of these have been discussed.

Bob talked about economic incentives. As I deal with these local
officials, the problem that I see there is the fundamental public
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policy question of the continued economic incentive in these
projects and, therefore, attention and interest on the part of the
private investors and operators.

Pricing and competitive pressures, this gets us into the public
service commission type regulatory organization that may or may
not be desired or necessary by public officials in these privatization
deals. Bob has discussed in answer to your question, Senator, the
question of residual values. That still does remain a bit of a prob-
lem in the minds of local officials who seem to have some inclina-
tion toward a desire to ultimately own the public facilities again.

The regulatory climate that we face now and utility operations
and the unrest that seems to be widespread across the country. Are
we going to put a roadblock in the way of the privatization process
by injecting into these projects regulatory systems that then chill
the interest in the private sector in being involved? And then the
question of control.

These are the major concerns I see when local political subdivi-
sions consider the subject of privatization of local public services.
Any help we can all collectively give to the removal of these im-
pediments, real or presumed, will be helpful in moving the process
forward.

Let us now switch to a specific Federal power project which is in
the process of going private and with which I have had some inter-
esting experience. First, a little background.

The Central Utah project is a participating project of the Colora-
do River storage project and was authorized by Congress in 1956. It
is a multipurpose water resource project to bring critically needed
water to the west slope of the Wasatch Mountains along Utah's
Wasatch Front. The water will be brought westward via a transba-
sin diversion from the south slope of the Utah Mountains in north-
western Utah. The project consists of six units, the largest of which
is the Bonneville unit which delivers water from the Unitah Basin
to the Diamond Fork River system and thence to the Bonneville
Basin.

The Diamond Fork power system is an integral part of the Bon-
neville Unit and will be the power generation portion of the project
utilizing approximately 200,000 acre feet of water each year for
power generation purposes. The project consists of three small con-
ventional hydro plants and one large underground pumped storage
powerplant. The flowthrough plants will have a combined installed
capacity of about 42 megawatts, and the pump storage plant will
have a maximum capacity of 1,140 megawatts and will consist of
four units of 285 megawatts each. The costs of the water delivery
works and those portions of the project attributable to other than
power generation and transmission will be federally funded.

It is the intention of the administration, the Commissioner of
Reclamation and the regional director of the Upper Colorado
region of the Bureau of the Reclamation unitedly and in concert
with their staffs and others to finance the total project costs alloca-
ble to power generation and transmission with non-Federal funds.

This is not technically privatization in the strictest sense because
not only are investor-owned or private utilities invited to partici-
pate, but also other non-Federal public utilities, such as REA's mu-
nicipal power systems, agencies and consortiums of public power
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and other preference power customers are all invited to be project
participants.

It is anticipated that the non-federally financed portion of the
project costs will be about $1.5 billion, excluding interest during
construction, reserve funds, working capital, and other costs associ-
ated with the project and its financing.

A crucial question at the moment and at this stage of the
project's progress is whether or not the project is economical in the
real world of power generation and marketing. In order to attract
non-Federal funding for this project, or to privatize it, the project
output of energy must be competitively priced in stiff competition
with all other baseload and peaking resources in the Western Area
Power Administration's marketing area, or for that matter, any
available resource with the capability of being wheeled to the
market.

There is included as a part of my presentation a copy of the sum-
mary report on Diamond Fork, which may be of interest to you and
has been prepared by Reclamation, Western, and non-Federal
people.

This document was mailed to nearly all public and private power
entities in the Western States with a request that it be reviewed
and a determination made as to any interest in participating in the
project. Participation in this case means the willingness to enter
into the necessary contractual agreements to assure the sale of
project capacity and energy, the supply of pump-back energy and
the implementation of necessary contractual security arrange-
ments for purposes of the financing.

The financing of the project is at this time in rough concept only,
and for purposes of the study we have assumed that it can be ac-
complished on a tax-exempt basis, with 50 percent of construction
costs funded initially with long-term bonds in the traditional reve-
nue sense, and 50 percent with tax-exempt, commercial paper. The
short-term commercial paper would be refinanced with long-term
bonds after the completion of construction and the last of the units
is on line, about 1993.

Joint project costs which have already been expended or are
under contract, are assumed to be repaid to the Government over a
50-year period at the 3.22 percent Federal rate for reclamation
projects.

The basic privatization game plan for Diamond Fork power
system assumes that on completion of a successful market test for
the sale of the project output there will be assembled a roster of
participants who stand willing to make the necessary contractual
commitments to assure the market for the power and implement

'the financing. For the preference customers it is anticipated that
there could be a joint action agency formed which would transact
business and implement the financing for and on behalf of its
members.

Since the probability exists that preference customers from sev-
eral States may participate, there may be needed some kind of
interstate compact to join together the several interests of multi-
plicity of public power entities. The Tennessee Valley Authority is
an example of such a compact.
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On the other hand, there may need to be created several joint
action agencies to represent the divergent interests and legal
framework from which the participants would respond. In the
event of multiple agencies, there would then be necessary some
form of joining agreement, compact or agency, or perhaps separate
financings for separate interests.

In the event of participation by the private power companies, the
25-percent rule would apply. If the participant mix is such that 25
percent or more of the output over the life of the power is taken by
private interests, tax exemption is not available. In such an event
the financing might take the form of tax exempt financing for the
preference customers as above and a package of taxable debt or
debt and equity in combination to finance the private side of the
transaction, and it could be built on a condominium basis with
preference customers and their fanancing, nonpreference custom-
ers and their separate financing.

There are many unanswered questions regarding the project, and
let me hit several of them. First of all, the question of a preference.
The political underpinnings of this concept are under heavy attack
and will likely continue the polarized controversy between the
public and private power interests. Though on solid legal footing at
the moment, the consensus of opinion has the preference question
being addressed by the Congress. Non-Federal funding of power
projects could be significantly impeded prior to the resolution of
this question. That's an important matter to be addressed at the
Federal level.

TRANSMISSION

This is nearly always a controversial subject, depending on who
controls the transmission lines. Because of limited capacity in ex-
isting lines and corridors and environmental difficulties in building
new lines, transmission capabilities are extremely limited, particu-
larly in Utah and the Southwest. With limited transmission ability,
power cannot flow from generator to market with the fluidity the
country needs to most efficiently use our resources. This is not a
question the Federal Government can address completely, but an
environment of healthful cooperation could assist greatly.

Three, the ownership. Does the United States have to own a re-
source and asset such as the Diamond Fork power system, or can
the participants in taking a project like this private hold title? If
ownership is by non-Federal interests, does that change the status
of the FERC licensing exemption and the environmental permit-
ting? Both of these are particularly strong and attractive aspects in
this project.

MARKETING

Does the existing Federal power market structure, WAPA in the
case of Diamond Fork, have to assume the responsibility for mar-
keting project power, or can Intermountain Consumers Power As-
sociation, Intermountain Power Agency, Southern California Public
Power Association, or some other entity already existing or created
for that or other purposes market the project output and supply
pump-back energy?
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Number five, the cost allocation. What is the project cost alloca-
tion formula, and is there any intent on the part of the Bureau or
the administration to have the power interests in a project of this
nature subsidize other aspects of the project, such as M&I water,
recreation, agriculture, flood control, and et cetera? It is unlikely
the private capital markets are going to be willing to finance any
subsidy. It is also unlikely that any subsidy will permit a project to
be competitively feasible. It is also a sure bet that private investors
will want to look behind all the numbers and assumptions used in
the cost estimates and allocation of those costs between project
functions.

Stand alone or blended rates. Should the project output pricing
stand alone for financing and marketing purposes, or should the
project be regarded as another Federal resource and be blended
with other Colorado River storage project rates or even blended
over a wider base? Obviously, the answer to the preference ques-
tions will weigh heavily on this and so will the point in time when
any Federal power projects are privately funded.

Whether or not Diamond Fork is privatized depends more on the
competitive price of the project output, and less on whether the
actual machinery for non-Federal financing will work. I believe we
can make it work for a good project, but not without cooperation at
every level.

In the power business market factors change. Today we have a
glut of cheap power. Five years ago almost anything that produced
a megawatt could be sold. Such is the case in the commercial world
and from which factors and Federal enterprises have been insulat-
ed. Nevertheless, a project such as Diamond Fork, if well-conceived,
properly designed and competitively priced, can be privatized. The
earlier in the life of the project those responsible for setting such a
course can get together and in concert as a Federal/non-Federal
team determine the course necessary to privatize, the greater the
chance of success in so doing.

[The prepared statement of Mr. Christensen, together with addi-
tional material, follows:]
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PREPARED STATEMENT OF RICHARD CHRISTENSEN

The subject of privatization has sparked the interest and fired the
imagination of many across the country. The public sector, both federal and
local, being under particularly onerous economic constraints at this time, has
viewed the concept either as a method of obtaining alternative financing for
necessary public projects or an avenue for deleting certain services from the
ever increasing roster of public services provided by various governmental
entities at all levels.

The private side, in characteristic fashion, has formulated visions of new
markets and new services to be provided, new revenue streams to be generated,
profits to be earned and dollars to be tax-sheltered.

At the federal level there seems to be dual thrusts for going private.

A. The philosophical position of a desire for less governmental
involvement in people's lives and

B. The intense pressures to reduce spending, increase revenues and
generate capital for budget balancing and debt reduction.

These forces lead to the exploration of concepts such as the sale of
Federal lands, government owned hydroelectric projects and other public
assets, and the contracting for services rather than the acquisition of the
service rendering capital assets.

A recent business magazine article pointed out a private sector
transaction for purposes of the Navy's acquisition of thirteen cargo ships to
supply the Indian Ocean fleet. Congress cut them from the budget. The Navy
then contracted for "transportation services" and entered into contracts that
permit private interests to build or convert the ships using bank loans for
the construction to be paid off with equity investments upon completion of
construction. The investors then are the recipients of investment tax
credits, accelerated depreciation and interest expense deductions. Though
controversial, this transaction illustrates the nature of and potential for
privatizing Federal level transactions. Some solidification of the
understanding of the net impact on the Federal treasury resulting from this
type of transaction is needed. It does not always follow that the two
concepts of more private sector business and lower costs are necessarily
compatible.

At the local level governmental entities are engaged in the exploration of
alternative financing methods for the complete roster of public services.
Historically public type functions and services have been variously in and out
of the public jurisdiction.

Prudential-Bache Securities Inc.. Burrows Smith and Company Division, 250 Valley Tome,, S0 West Broadway
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Hospitals and facilities for rendering health care have had an assortment
of owners including to a large extent municipal governmental units as well as
churches, fraternal organizations and doctors groups. The trend in recent
years, for the most part, has been out of these modes of ownership and into
either non-profit public corporations or for profit investor owned
corporations.

In bygone years across the country the majority of the culinary water
systems were privately owned and, because of lack of proper maintenance and
economic incentive over the years, have generally gravitated into public
ownership, with the supplying of domestic water now being handled in the
majority by the public sector.

In the electric power business, the trend has been from public utilities
to investor owned utilities--and back again. I see no clear indication as to
the direction of that process at the moment nor any compelling economic or
other reasons why there should be much shift, though as rates continue to
increase there will indoubtedly continue a goodly portion of unrest.

The air transporation business in the U.S.- has gravitated to a wholesome
mix of private and public with airlines themselves being private companies,
but airports and related functions being primarily in the public province.

Wastewater treatment has nearly always been a franchise of the public
sector, whereas the provision of natural gas and other fuel sources has been,
for the most part, the domain of the private sector. There are, of course,
certain exceptions in all of these cases.

There seems to be no overwhelming economic mandate for vital and basic
services to be provided exclusively by either the public or private sector. I
do not regard "privatization" as the solution to some of the tough economic
decisions faced by government and corporate leaders today. It does, however,
appear to be an important concept holding great promise for many projects and
therefore worthy of the attention of your sub-committee and all other
governmental leaders, both Federal and local, interested in and concerned with
the efficient furnishing of basic services.

Government officials, corporate executives, the finance community,
lawyers, engineers and other disciplines all need to focus sufficient
attention on the subject to assure its development and perfection and use in
acquiring the capital assets necessary to supply these essential services.

If privatization as a tool can be developed and refined, it can then take
its place as a valid competitor for the honor of being a vehicle by which
great and vital public service is rendered.

Our responsibility is to develop the option, to make it available, to make
it competitive and, therefore, to give variety and choice to public officials
in infrastructure financing, making it possible for them to more effectively
render sound economic decisions in today's difficult environment.

In developing the conceptual option, let me outline what I see as the
major areas of concern as I work with local public officials.
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I. Economic Incentives. Under the current statutes the economic benefits
in privatization come largely in the form of tax shelters and are in a major
way available up front to the investors, probably over the first eight years
or earlier. The combination of investment tax credits, accelerated
depreciation and interest expense deductions may return up to half the initial
project cost to investors in the first three or four years. The fundamental
public policy questions then concerns the continuing economic incentive and
therefore attention and interest on the part of the private investors and
their operators.

The financing and their cash flows can usually be structured to provide
the returns as desired, but there does exist a dichotomy between the investors
interest in the greatest and quickest return of and on his money, and the
public's interest in consistent and long term attention to the project.

II. Pricing and Competitive Pressures. Since most of these public
services, if switched to the private sector, would probably still not be
subjected to the competitive pressures created by a multiplicity of suppliers,
we would then, in most cases, still be supplied by a single private
enterprise, leaving him in the monopolistic posture. It was in the course of
overcoming this difficulty that the formation of public utility or service
commissions occurred. Would the same kinds of regulatory body be necessary if
privatization were to be accomplished in other areas of public service? If
so, would the existence of those regulatory bodies then serve to defeat the
concept of privatization because of their control of rates of return and the
dilution of economic incentive?

III. Residual Values. Current tax laws preclude the fixing of the
residual value of a facility at the end of a financing period. This leaves a
significant void in the financing formula and the placement of values for good
decision making on both the private and public side and is particularly
difficult if change of ownership might be desired by the public entity at a
certain point in time. Most local public bodies with which I have dealt have
been inclined toward the eventual return of the assets and ownership of the
project to public hands. This would indicate more a posture of privatization
being a financing matter than a fundamental switch in the method of doing
public business.

IV. Regulatory Climate. Does the current public unrest in the face of
increasing rates for public services such as electric power, natural gas,
telephone and communication services, health care and etc., and the propensity
at the political level to accomodate the public in these matters ultimately
interfere with the thrust toward public trust in the private sector, and a
setting in which private enterprise can feel confortable with their ability to
set rates to cover contractual obligations and rate of return expectations?

V. Control. The major concern I work with centers around the perception
of giving up control of the. ownership and operation of a public works by a
board elected or appointed to exercise control and management and endowed with
a strong sense of the fiduciary responsibility connected with the same.

These are the major areas of concern I see when local political
subdivisions consider the subject of privatization of local public services.
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Any help we can all collectively give to the removal of these impediments,
real or presumed, will be helpful in moving the process forward.

Let us now switch to a specific federal power project which is in the
process of 'going private" and with which I have had some interesting
experience. First a little background.

The Central Utah Project is a participating project of the Colorado River
Storage Project and was authorized by Congress on April 22, 1956. It is a
multi-purpose water resource project to bring critically needed water to the
west slope of the Wasatch Mountains along Utah's Wasatch Front. The water
will be brought westward via a transbasin diversion from the south slope of
the Uintah mountains in northestern Utah. The Project consists of six units,
the largest of which is the Bonneville Unit which delivers water from the
Uintah Basin to the Diamond Fork River System and thence to the Bonneville
Basin. About 120,000 acre feet of municipal and industrial water will be made
available along with about 165,000 acre feet of agricultural water. This
should bring 27,000 acres of new farm land into production and provide
supplemental water for about 216,000 acres.

The Diamond Fork Power System is an integral part of the Bonneville Unit
and will be the power generation portion of the project utilizing
approximately 200,000 acre feet of water each year for power generation
purposes. This power system is designed to utilize an elevation difference of
approximately 2,600 feet as the water descends down the Diamond Fork River
System.

The power generation portion of the project consists of three small
conventional hydroplants and one large underground pumped storage powerplant.
The flow thru plants will have a combined installed capacity of about 42 M.W.
and the pump storage plant will have a maximum capacity of 1140 M.W. and will
consist of four units of 285 M.W. each. The costs of the water delivery works
and those portions of the project attributable to other than power generation
and transmission will be federally funded.

It is the intention of the Administration, the Commissioner of Reclamation
and the Regional Director of the Upper Colorado Region of the Bureau of
Reclamation unitedly and in concert with their staffs and others to finance
the total project costs allocable to power generation and transmission with
non-federal funds.

This is not technically "privatization" in the strictest sense because not
only are investor owned or private utilities invited to participate but also
other non-federal public utilities such as R.E.A.'s, municipal power systems,
agencies and consortiums of public power and other preference power customers
are invited to be project participants.

It is anticipated that the non-federally financed portion of the project
costs will be about $1.5 billion excluding interest during construction,
reserve funds, working capital and other costs associated with the project and
its financing.

The crucial question at the moment and at this stage of the project's
progress is whether or not the project is economical in the real world of
power generation and marketing.
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In order to attract non-federal funding for this project, or to privatize
it, the project output of energy must be competetively priced in stiff
competition with all other base load and peaking resources in the Western Area
Power Administration's marketing area, or for that matter any available
resource with the capability of being wheeled to the market.

There is included as a part of my presentation a copy of a summary
statement prepared on the Diamond Fork Power System as a joint effort of
Reclamation, Western and non-federal people as listed in the appendix at the
back of that report.

This document was mailed to nearly all public and private power entities
in the western states with a request that it be reviewed and a determination
made as to any interest in participating in the project. Participation in
this case means the willingness to enter into the necessary contractual
agreements to assure the sale of project capacity and energy, the supply of
pump back energy and the implemention of necessary contractual security
arrangements for purposes of the financing.

The financing of the project is at this time in rough concept only, and
for purposes of the study we have assumed it can be accomplished on a
tax-exempt basis, with 50% of construction costs funded unitially witn long
term bonds in the traditional revenue sense and 50% with tax-exempt commercial
paper. The short term commercial paper would be refinanced with long-term
bonds after the completion of construction and the last of the units is on
line, about 1993.

Joint project costs which have already been expended or are under contract
are assumed to be repaid to the government over a 50 year period at the 3.22%
federal rate for reclamation projects.

The basic privatization game plan for Diamond Fork Power System assumes
that upon completion of a successful market test for the sale of the project
output there will be assembled a roster of 'participants' who stand willing to
make the necessary contractual commitments to assure the market for the power
and implement the financing. For the preference customers it is anticipated
there could be a joint action agency formed which would transact business and
implement the financing "for and on behalf of" its members.

Since the probability exists that preference customers from several states
may participate there may be needed some kind of an interstate compact that
could join together the several interests of a multiplicity of public power
entities. The Tennessee Valley Authority is an example of such a compact.

On the other hand, there may need to be created several joint action
agencies to represent the divergent interests and legal framework from which
the participants would be spawned. In the event of multiple agencies, there
would then be necessary some form of joining agreement, compact or agency or
perhaps separate financings for separate interests.

In the event of participation by the private power companies, the 25% rule
would apply. If the participant mix is such that 25% or more of the output
over the life of the Power System is taken by private interests, tax exemption
is not available. In such an event the financing might take the form of tax
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exempt financing for the preference customers as above and a package of
taxable debt or debt and equity in combination to finance the private side of
the transaction with the project possibly being built on a condominium basis.

A detailed finance plan cannot be formulated at this time because of the
uncertainty of the mix of participants, their locations, the delivery points
necessary for transmission and the attendant cost implications of changes in
the basic model assumptions. The subject has been sufficiently studied by
competent legal and financial counsel such as makes the finance team
optimistic about structuring a non-federal financing upon the project's
survival of the critical competitive market test.

There are however, at this early stage many unanswered questions as this
project is privatized and as the eyes of many across the federal spectrum are
upon it. Following are some areas that will require definitive resolution
before the Diamond Fork Power System or other federal power projects like it
can be privatized

1. Preference. The political underpinnings of this concept are under
heavy attack and will likely continue the polarized controversity between the
public and private power interests. Though on solid legal footing at the
moment, the concensus of opinion has the preference question being addressed
by the Congress. Non-federal funding of power projects could be significantly
impeded prior to the resolution of this questions.

II. Transmission. This is nearly always a controversial subject
depending on who controls the transmission lines. Because of limited capacity
in existing lines and corridors and environmental difficulties in building new
lines, transmissions capabilities are extremely limited, particularly in Utah
and the Southwest. With limited transmission ability, power cannot flow from
generator to market with the fluidity the country needs to most efficiently
use our resources. This is not a question the Federal government can address
completely, but an environment of helpful cooperation could assist greatly.

III. Ownership. Does the United States have to own a resource and asset
such as the Diamond Fork Power System or can the participants in taking a
project like this private hold title? If ownership is by non-federal
interests, does that change the status of the FERC license exemption and the
environmental permitting. These aspects of this particular project are
extremely attractive.

IV. Marketing. Does the existing Federal Power Market structure (Western
Area Power Admininstration in the case of Diamond Fork) have to assume the
responsibility for marketing project power or can Intermountain Comsumers
Power Association, Intermountian Power Agency, Southern California Public
Power Association, or some other entity already existing or created for that
or other purposes market the project output and supply pumpback energy.

V. Cost Allocation. What is the Project cost allocation formula and is
there any intent on the part of the Bureau or the Administration to have the
power interests in a a project of this nature subsidize other aspects of the
project such as M&I water, Recreation, agriculture, flood control and etc? It
is unlikely the private capital markets are going to be willing to finance any
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subsidy. It is also unlikely that any subsidy will permit a project to be
competitively feasible. It is also a sure bet that private investors will
went to look behind all the numbers and assumptions used in the cost estimates
and allocation of those costs bewteen project functions.

VI. Stand Alone or Blended Rates. Should the projects output pricing
stand alone for financing and marketing purposes, or should the project be
regarded as another Federal resource and be blended with other Colorado River
storage project rates or even blended over a wider base? Obviously the answer
to the preference questions will weigh heavily on this and so will the point
in time when any federal power projects are privately funded.

Whether or not Diamond Fork is privatized depends more on the competitive
price of the project output, and less on whether the actual machinery for non
federal financing will work. I believe we can make it work for a good
project, but not without cooperation at every level.

In the power business market factors change. Today we have a glut of
cheap power. Five years ago almost anything that produced a megawatt could be
sold. such is the case in the commercial world and from which factors some
federal enterprises have been insulated for good reasons. Nevertheless a
project such as Diamond Fork, if well conceived, properly designed andcompetitively priced can be privatized! The earlier in the life of the
project those responsible for setting course can get together and in concert
as a federal/non federal team determine the course necessary to privatize, the
greater the chance of success in so doing.

38-507 0 - 85 - 15
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TECHNICAL DATA

WHAT IS THE CENTRAL UTAH PROJECT?

The Central Utah Project (CUP) is a major multiple-purpose water resource
project that will provide critically needed water supplies to Central Utah.
Construction of the CUP as a participating project of the Colorado River
Storage Project was authorized by the Act of April 22, 1956, (70 Stat.
105). The CUP consists of six units that can be constructed and operated
independently. Five of the units - the Uintah, Vernal, Jensen, Upalco,
and Ute Indian Units - are developments in the Uinta Basin of the Upper
Colorado River Basin. The sixth and largest - Bonneville Unit - diverts
water from the Uinta Basin and delivers it through the Diamond Fork System
to the Bonneville and Sevier River Basins.

The Bonneville Unit, under construction since 1966, was divided into six
systems according to location and function for convenience in planning and
coordination. These systems are the Starvation Complex (essentially
completed), Strawberry Aqueduct and Collection System (under construction),
Diamond Fork Power System, Irrigation and Drainage System, Municipal and
Industrial System (under construction), and the Bureau of Indian Affairs
Developments (partially completed). The Bonneville Unit plan is shown in
Figure 1. The unit will include: 10 new reservoirs; the enlargement of an
existing reservoir, more than 140 miles of aqueducts, tunnels, and canals;
five powerplants; 8 primary pumping plants; and about 200 miles of pipe
drains. Water will be made available to meet present and future economic,
industrial, municipal, agricultural, and recreation needs in Utah by pro-
viding about 121,100 acre-feet of M&I water; about 166,250 acre-feet of
irrigation water for 27,340 acres of new farmland and 216,250 acres of
existing farmland now short of water; and a minimum of 6,500 acre-feet for
stream fisheries.

HOW DOES THE DIAMOND FORK POWER SYSTEM FIT?

The Diamond Fork Power System is an integral part of the Central Utah
Project's Bonneville Unit and will serve as the conduit through which an
average of approximately 200,000 acre-feet of water will be delivered from
the Uinta Basin to the Bonneville Basin each year. The Diamond Fork Power
System shown in Figure 2 is designed to utilize an elevation difference of
approximately 2,600 feet to generate hydroelectric power as the water is
transported through the Wasatch Mountain Range.

Power Generation

The proposed plan consists of a series of tunnels, reservoirs, pipelines,
and powerplants, including three small conventional hydroplants and one
large underground pumped storage powerplant. Figure 3 is an artist's
conception of the large pumped storage powerplant. The three small conven-
tional powerplants will have a combined installed capacity of 42.4 MW. The
pumped storage powerplant will have a maximum capacity of 1,140 MW at maxi-
mum head, (4 units at 285 MW each), which, when added with the conventional
hydro, gives a total installed capacity of 1182.4 MW. Of this amount,
approximately 20.9 MW is needed for the Bonneville Unit Project pumping and
will be Federally financed. Table 1 lists the major project features and
their respective sizes and and capacities.
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Table 1
Summary Data for Diamond Fork

Power System Facilities

Syar Tunnel, Penstock, and Powerplant
Syar Tunnel

Length (miles) 5.3
Diameter (feet) 10.5
Capacity (cfs) 800

Syar Penstock
Length (feet) 1,130
Diameter (feet) 7
Capacity (cfs) 800

Syar Powerplant
Capacity (MW) 26.0

Fifth Water Dam and Reservoir
Dam

Height (feet) 309
Material volume (cubic yards) 5,000,000

Reservoir capacity (acre-feet) 49,700
Surface area at normal water surface

elevation, 7,100 feet (acres) 530

Fifth Water Pumped Storage Powerplant,
Penstock, and Discharge Tunnels

Fifth Water Pumped Storage Powerplant
Capacity at maximum head (MW) 1,140
Capacity at minimum head (MW) 1,040

Fifth Water Headrace Tunnel and Shaft
Length (feet) 2,400
Diameter (feet) 21.5 - 28.5
Capacity (cfs) 10,008

Fifth 'Water Discharge Tunnel
Length (feet) 15,400
Diameter (feet) 28.5

Monks Hollow Dam and Reservoir
Dam

Height (feet) 250
Material volume (cubic yards) 150,000

Reservoir capacity (acre-feet) 32,790
Surface area at normal water surface

elevation, 5,550 feet (acres) 360

Monks Hollow Powerplant
Capacity (MW) 9.6

Diamond Fork Pipeline
Length (miles 6.9
Diameter (feet) 9.0
Capacity (cfs) 450

Diamond Fork Powerplant
Capacity (MW) 6.8

Total Installed Capacity = 1,182.4 MW
5
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Product Delivery

For this proposal, several basic assumptions have been made to define the
transmission system necessary to carry power generated by Diamond Fork.
The system would also be capable of delivering pumping energy for operation
of the Fifth Water Pumped Storage Powerplant.

Equivalent or designated Federal Points of Delivery (FPOD's) would be
established as a result of detailed transmission system analysis and other
transmission considerations which ultimately depend on project par-
ticipants.

Loads were assumed to be as follows;

- 440 MW to preference customers in the Northern Division of the
CRSP marketing area delivered over the CRSP transmission system.

- 100 MW delivered at Flaming Gorge Switchyard.

- 200 MW delivered at Sheep Creek Substation.

- 400 MW delivered to entities in Arizona, California, and Nevada.

Additional transmission required for this assumed load distribution
is shown schematically in Figure 4. The new transmission includes:

1. 46 kV and 345 kV transmission lines between the Fifth Water
Switchyard and the powerplants and switchyard facilities
to terminate these lines.

2. A 345 kV transmission line between Sheep Creek and Bonanza
Substations with terminating facilities.

3. A 345 kV transmission line from Sheep Creek Substation to Sigurd
Substation, thence to Glen anyon Switchyard, thence to the Navajo
Switchyard, along with substation facilities to terminate these
lines.

4. A 345 kV transmission line between Sheep Creek Substation and
Springville Substation, along with substation facilities to ter-
minate this line.

5. A 46 kV transmission line from the Diamond Fork Switchyard to tie
into an existing 46 kV transmission line.

Delivery of power beyond equivalent or designated FPOD's will be addressed
and would define Western's and Reclamation's responsibilities in the
delivery of electric service. As a general practice, all costs, including
losses for delivery of service beyond the specified contract FPOD's would
be the responsibility of the participant. However, alternatives could be
considered to provide for third-party wheeling or assistance in the con-
struction of required transmission facilities. Arrangements will also be
considered in which participants provide their own pumping energy or where
it is provided for in their behalf by other sources.

6
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HOW WILL DIAMOND FORK OPERATE?

Water releases through the Diamond Fork Power System will be made according
to downstream agricultural, municipal, and industrial demands. These
downstream water uses will have priority over power generation. However,
operation of the Fifth Water Pumped Storage Powerplant is not constrained
by downstream water demands. The average annual flow-through energy of 403
GWH produced by the project was determined by using operation studies based
on the 1921-1973 hydrologic period.

Table 2 summarizes the monthly energy produced at the powerplants based on
average hydrologic conditions. The pumped storage energy production figures
shown in the 'table are based on an assumed annual plant capacity factor of
16 percent. This average annual plant capacity factor was used in
planning reports and represents Reclamation's estimate of the long-term
average operating conditions throughout the life of the project. However,
the Fifth Water Pumped Storage Powerplant has a theoretical capability of
operating on a weekly cycle at a 34 percent plant capacity factor. The
actual operation of the plant will be according to the needs of the power
users. The pumpback energy requirements shown in Table 2 are based on a
turnaround efficiency of 75 percent.

The Fifth Water Pumped Storage Powerplant has been designed to operate
on a weekly cycle. The plant will have the capability of generating at
capacity for 12 hours each weekday, with pumpback energy being supplied
on weeknights and weekends. Fifth Water Reservoir contains enough capacity
to store the equivalent of approximately 31,500 MWH of energy. During an
emergency, this capacity could be used to operate Fifth Water Pumped
Storage at maximum output for up to 29 hours.

Three operating cases have been analyzed in order to illustrate the rela-
tionship of energy generated by Fifth Water Pumped Storage Powerplant and
the amounts of pumpback energy required. Each operating case was evaluated
using typical summer and winter releases from Strawberry Reservoir. The
July operations shown assume an average flow through component of 690 cfs.
The January operation was based on an average flow through component of 128
cfs. Capacities and energy shown for each case are for the Fifth Water
Pumped Storage Powerplant only and do not include the capacity and energy
generated at Syar, Monks Hollow and Diamond Fork Powerplants.

Under Case 1, the plant would be operated to meet 850 MW peaks of 4-hour
duration each weekday. The remaining plant capacity was assumed to be set
aside for reserves. Figures 5 and 6 show the assumed operation patterns
for a week in July and January, respectively. The amount of energy
generated during the summer and winter weeks was 17,000 MWH. The primary
difference between the summer'and winter operation was the amount of pump-
back energy required. The winter operation required approximately 19,600
MWH of pumpback energy, whereas the summer operation required only slightly
more than 6,000 MWH of pumpback energy. This difference is due to the
larger releases from Strawberry Reservoir flowing through the system during
the summer months to meet downstream water needs. Figure 7 shows how the
static head would fluctuate during January operation in Case 1.

8
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Case 2 operation assumed that 850 MW peaks of 8-hour duration would be met
each weekday. Figures 8 and 9 show the assumed operation patterns terns
for summer and winter operation under Case 2. The January static head
fluctuation for this case is shown in Figure 10.

Case 3 represents maximum operation of Fifth Water Pumped Storage
Powerplant. Under this case, the plant would generate at maximum capacity
for 12 hours each weekday. Figures 11 and 12 show the approximate summer
and winter operating patterns for Case 3 and Figure 13 shows the
corresponding January static head fluctuations.

Conventional turbines can operate through a fairly large range of flows and
loads (40 to 100 percent of rated capacity) without detrimental problems.
High head, reversible pump-turbines are not capable of operating at very
low flows. Sustained operation below 60 or 70 percent of rated capacity
may be accompanied by severe vibration and unstable power output. In the
pumping mode, the units must operate at full capacity.

The costs for Fifth Water Pumped Storage Powerplant presented in this docu-
ment are based on four equal-sized units of 285 MW each. This configura-
tion was used to obtain plant uniformity, construction economy, and minimum
maintenance costs. However, this configuration would also limit the mini-
mum sustained plant output to loads of 170 to 200 MW or greater. Other
configurations could be used that would provide greater operational flexi-
bility. One such configuration studied by Reclamaiton included three 285
MW units and two 125 MW units. Such a configuration would increase the
initial construction costs by approximately $25 million. With the given
head at the site, the smallest pump-generating unit that could be prac-
tically manufactured is 125 MW. The final unit sizing will be based on the
operational needs of the project participants.

Table 3 contains a summary of average monthly releases from Monks Hollow
Reservoir that would be required to meet downstream water demands. Figure
14 illustrates the probability of various annual release levels. As men-
tioned previously, water releases will be made according to downstream
water demands. During dry years, large quantities of water will be
released from Strawberry Reservoir through the Diamond Fork Power System.
During wet years, lesser amounts of water will be released.

Monks Hollow and Diamond Fork Powerplants will operate according to down-
stream water demands, whereas operation of the Syar and Fifth Water
Powerplants will be more flexible, since flows can be reregulated in Fifth
Water or Monks Hollow Reservoir.

9



Table 2
Diamond Fork Power System

Approximate Energy Generation
Average Water Year

Average Pumped Storage Operation (16% PF1

Energy Generation
Installed (MW-HRS)
Capacity Yearly

Plant Name Mw October November December January February March April May June July August September Total

Syar 26 3887 2761 3008 3205 2761 2761 3348 9743 12684 15831 10794 6074 76857

Fifth Water 1140 14508 65489 209060 286136 88863 33248 11083 37581 247548 286136 244827 95311 1619790
Flow Through 14364 9595 9594 11992 9594 9594 10777 37255 47007 48650 40342 18254 267018
Pump Storage 144 55894 199466 274144 79269 23654 306 326 200541 237486 204485 77057 1352772

Monks Hollow 9.6 1435 1605 1605 1585 1529 1737 4190 4455 5134 6964 5116 4285 39640

Diamond Fork 6.8 719 0 0 53 0 0 346 1864 4181 4181 4873 3063 19280

Total
Generation 1182.4 20549 69855 213673 290979 93153 37746 18967 53643 269547 313112 265610 108733 1755567

Irrigation
Pumping 20.9 1749 1890 1935 1902 1800 1912 2262 3051 4636 6618 3372 2017 33144
Requirements _ _ _ _ _ _ _ _ _ _ - - -

Available 1161.5 1/ 18800 67965 211738 289077 91353 35834 16705 50592 264911 306494 262238 106716 1722423
Energy

Pumpback 192 74525 265955 365525 105692 31539 408 435 267388 316648 272647 102743 1803696
Energy

1/ Represents the maximum installed capacity at plant minus irrigation pumping requirements.

0
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Table 3

Monthly Water Releases From
Monks Hollow Reservoir

Average Water Year
(Based on 1921-1973 Hydrologic data)

Release
Month (1,000 a.f.)

October
November
December
January
February
March
April
May
June
July
August
September

Total

14.0
9.4
8.7
8.6
8.0
8.8

11.8
18.9
31.3
42.5
30.9
20.8

213.7

20
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SCHEDULES & REGULATORY
CONSIDERA TIONS

NEED FOR WATER DELIVERIES

Current water demand projections for the Wasatch Front indicate a need to
have joint use water conveyance facilities in place to deliver Bonneville
Unit water from Strawberry Reservoir by 1992, and no later than 1996. The
Diamond Fork Power System must be constructed now since water deliveries
honoring existing contracts must be made within this timeframe and con-
struction of the systems must be concurrent.

Project Status

Feasibility designs have been completed for all of the major features
of the Diamond Fork Power System. Geologic and other design data
investigations for final design of the project facilities are currently
underway.

A draft environmental statement for the Diamond Fork Power System facili-
ties was published in June 1983 and attendant public hearings were held.
The final environmental statement will most likely be filed with the EPA
during the summer of 1984. Environmental studies are currently underway on
the additional grid transmission facilities that will be required to
distribute Diamond Fork power. No endangered species have been identified
within the project area.

Reclamation expects to obtain an exemption to section 404 of the Clean
Water Act which will eliminate the need for dredge and fill permits.
We anticipate that FERC license will not be required since the project
authorization by Congress included development of power as a project pur-
pose of the Central Utah Project.

An access road into the Fifth Water Pumped Storage Powerplant site is
currently under construction and scheduled for completion in the summer
of 1984. This road will provide construction access for an exploratory
shaft into the underground powerplant cavern area. Specifications for the
exploratory shaft, which will provide data to move to final design are
currently being prepared.

Design and Construction Schedule

The design and construction schedule shown in Figure 15 for the Diamond
Fork Power System has been prepared with a target plant-on-line date
of 1992. This schedule shows construction of the major facilities
beginning in 1986 and completion of construction in 1993. If necessary,
the schedule could be adjusted to delay the power-on-line date until 1996;
however, initial water delivery is scheduled for 1992.



DIAMOND FORK POWER SYSTEM
CONSTRUCTION SCHEDULE

FIGURE 15
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MARKETING & MANAGEMENT

POWER MARKETING CONSIDERATIONS

Development of power marketing criteria for the proposed Diamond Fork
System output will be based upon provisions of applicable Acts of Congress.
The market area for resources from the Diamond Fork Power System will be
determined as a direct result of expressions of interest in the project.
First priority will be given based on preference under the law and partici-
pation in non-Federal financing.

The marketable classes of service available from the Diamond Fork Power
System would be identified as either long-term or short-term resources and
could include the marketing of such services as interchange, emergency
assistance, or maintenance services.

Determination of the marketable firm capacity would require adjustments
to the maximum available capacity to account for operating reserves,
possible adjustments based on variation in hydrological conditions and
contractual water release schedules, and reductions to account for priority
use loads such as irrigation pumping.

Determination of the marketable firm energy would require similar adjust-
ments to the maximum available energy generation to account for losses from
transmission, both delivered and received (pumpback energy), and priority
use energy requirements. Firm obligations from participants to supply
pumpback energy would be required and defined in the resource charac-
teristics. Possible purchases by Western or others at the cost of the
customer could be considered as an option to each customer providing pump-
back energy.
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PROJECT MANAGEMENT/OWNERSHIP.

Management

The organization for project management during design and construction andfor operation and maintenance are viewed as open. Both Reclamation andWestern recognize the need for flexibility to accommodate non-FederalFinancing and ownership requirements in this project.

Reclamation is moving toward final design data gathering and is planning toprepare specification designs consistent with the construction schedule inthis proposal. Reclamation is also willing to provide construction manage-ment services or let those services be provided for as will best accommodatethe configuration of participants and financing requirements.

This flexibility is also reflected in Reclamation's position during opera-tion and maintenance, assuming required water deliveries are made by theoperating entity.

Power scheduling, billing, and dispatching of the Diamond Fork resourcecould be the responsibility of Western subject to the requirements of par-ticipants. Maintenance of the transmission system may be negotiable.Integration of this additional resource with the established operationalprocedures for CRSP and other projects would require careful considerationof all elements of power generation, transmission, and accounting.

Ownership

Reclamation law generally requires that title to project works remainwith the United States. However, in light of the possible financingrequirements, this matter is being reviewed. We believe that the ultimatefinancing strictures for this project depend upon the mix of financing par-ticipants; each of their needs with respect to ownership will vary withtheir taxable status. We are very willing to work with project partici-pants to find mutually agreeable ownership arrangements.

25
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PRODUCT COSTS &

FINANCING REQUIREMENTS
PROJECT CONSTRUCTION COST ESTIMATE

Project Construction Cost Estimate

It is estimated that the non-Federally financed portion of the total
construction ccsts for generation and transmission facilities will be 1.2
billion (January 1983 prices). This estimate is exclusive of interest
durina construction, reserve funds, working capital, and cost to particu-
lar participants such as taxes, regulatory expenses, and contingency and
financing expenses. This estimate includes engineering overhead and
miscellaneous costs. These baseline numbers may be helpful to you in

calculating what the energy and capacity might cost under your specific
financing preferences.

Table 4 summarizes the January 1983 construction estimate. The separable
costs shown in the table represent the construction costs of facilities
whose sole purpose is power generation. The transmission costs include the

construction costs of additional transmission lines, switch-yards, and
substations needed to deliver Diamond Fork Power to the assumed points of
delivery. The joint costs are the power systems share of the costs of
facilities that serve more than one of the Bonneville Unit Project's pur-
poses. It is anticipated that Reclamation will offer long-term financing
(40 years) for sunk joint costs at 3.222 percent interest.

Table 4
Diamond Fork Power Project

January 1983 Construction Cost Estimate
Estimated Construction Costs '

1

(000's)

Separable costs $ 738,000

Transnission costs 247,000

Joint costs to be built
(non-Federally financed) 235,000

Total costs to be non-Federally $1,220,000
financed

Sunk joints costs 260,000
(Federally financed at 3.222 percent)

Total project costs $1,480,000

1/ Excludes interest during construction, reserve funds, working capital,
owner's contingency, aind financing expenses. The Federal share of costs
for Bonneville Unit pumping requirements has also been excluded.

The construction cost estimates in Table 4 are based upon the following
major assumptions, each of which we believe realistic:

1. The project will be constructed according to the existing schedule.
To the extent delays occur on completion dates of project features,

those delays may result in increased project costs.
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2. Construction labor supply will be adequate to provide skilled and
unskilled tradesmen necessasry to construct the facilities. There will
be no strikes or significant shortages or delays in receipt of mate-
rials or equipment.

3. All necessary permits, licenses and approvals will be obtained on a
timely basis.

Advances would be required based upon a schedule of estimated expenditures.
Reclamation will seek budget contract authority which essentially permits an
agency to write its own appropriation within limits set in the legislation,
for normal appropriated funds as well as revolving funds. Project
financing participants would be guaranteed that the Federal Government is
committed to funding its portion of the project on a timely basis. In
turn, project participants must be bound to maintain their level of funding
as advances come due or payment for sunk joint costs come due.'

Financing Alternatives

Financing Diamond Fork costs may be accomplished individually by partici-
pants or by an agency or multiple agencies set up for that purpose dependent
upon the participant mix. For illustration purp ses, we have structured a
representative tax-exempt bond financing program..Y

Methodology

This analysis is based upon the estimated costs for generation and trans-
mission facilities. These costs would be expended through 1993 and the
final uni.. is anticipated to be on line on October 1, 1993. This non-
Federal funding is assumed to be on a tax-exempt basis, with 50 percent
or construction costs funded initially with long-term bonds and 50 percent
with tax-exempt commercial paper (T.E.C.P.) with the T.E.C.P. being refi-
nanced with long-term bonds shortly after the project is on line. The
joint costs which have already been incurred are assumed to be repaid to
the Government over 40 years at an interest rate of 3.222 percent through
a repayment contract arrangement.

Assumptions

General

The inflation rate is assumed to be 5 percent annually over the construc-
tion period. Long-term bonds and commercial paper are issued 1 year ahead
of scheduled construction expenditures as shown in Table 5.

1/ The non-Federal financing adjunct committee of investment bankers and
bond counsel which is composed of Mr. Dick Christensen, Prudential Bache
Securities; Burrows Smith Division, Mr. Fenn Putman; Salomon Brothers,
Inc., Mr. Don Larson; Smith Barney, Harris Upham, and Company; and Mr. Bob
Ferdon of Mudge, Rose, Guthrie, Alexander, and Ferdon developed this bond
financing example in concert with the Reclamation and Western.
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Table S
Long-term Bond and

Tax Exempt Commercial Paper (TECP) Issues
(000's)

Issue
D ate

1/1/86
1/1/87
1/1/88
1/1/89
1/1/90
1/1/91
1994

Totals

To fund
constructi on

for

1985-1987
1988
1989
1990
1991
1992

Long-term
bonds

$ 349,080
270,755
418,505
390,190
271,665

79,965
$1,223,940 1/

$3,004,100

TECP

S 144,803
134,625
233,430
247,965
199,600
83,185

0
($1,043,635)

1/ The TECP is refinanced in 1994, at the completion of construction with

Tong-term bonds. This figure compares with the total of TECP but also

includes debt service reserve fund and allowance for bond discount.
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Issue Sizing

The average coupon rate for the tax exempt bonds is assumed to be 11 per-
cent and for tax-exempt commercial paper is 6 percent. Interest during
construction is assumed to capitalize to October 1, 1993. The construction
fund is assumed to be drawn down quarterly. Financing expenses are assumed
to be 2.5 percent of the bonds and .125 percent per year on the amount of
tax exampt commercial paper outstanding.

Given these assumptions, a total of $3,004,100,000 in bonds issued in
annual incremental series over the construction period would be issued to
cover the costs of the generation and transmission facilities. In current
dollars, this total in bond issues amounts to $1,844,256,000.

The total of $1,844,256,000 in bond issues and $322,000,000 of sunk joint
costs (including interest during construction) amounts to $2,'66.256,000.
Based upon an installed capacity of 1182.4 MW, the estimated price per
installed kW for generation and transmission facilities is $1832.

Table 6, Column 8 sets forth the total costs payable annually from electric
rates. Using this information and the information in Table 2, mill rate
could be derived. Repayment of the sunk joint costs at 3.222 percent over
40 years, a $14,435,000 annual payment is displayed in Column 7. As noted,
these payments will continue beyond the year 2020. Column 2 displays the
grand total of debt service which includes all principal and interest
payment on the bonds, and includes the short-term construction debt
(T.E.C.P.) to be rolled over into long-term bonds.

Power Rates

Alternatives for establishing either uniform or non-uniform power rates
for all participants will be presented to assure recovery of all costs
and expenses associated with generation and transmission services. Estab-
lishment of power rates would be contingent upon the individual partici-
pants status for non-Federal financing and recommended financing options.

The rate may be a separate service rate or may be an element of an
integrated rate schedule with other resources such as the Colorado River
Storage Project (CRSP).

Any mill rate estimate would vary according to revised cost and expense
estimates and whether the Diamond Fork Resource is "blended" with CRSP.
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Table 6
Dia-ond Fork Poer System

Funding of Joint and Separable Costs
Preliminary Calculation of Total P. tent To Be Mode By Non-Federal Participants

Balloon poyne.t Rea-rv- fond Debt seroice of joint coats Total costsGrand total Capitalized refinancings income (post payable from previously in- payable fromDate debt servioe internet (TECP 6 sonds) coensruc tion) eleotric rotes c.rred (@3.22%) electric rates1 2 3 4 5 6 7 8
January 1, 1987 47,088,b0 47,088,600 D 0 DJanuary 1, 1988 84.949,150 84.949,150 0 C 0January 1, 1989 144,990,500 144,990,500 0 0 0January 1, 1990 202,789,300 282,789,3040 0 0Janaary 1, 1991 244,648,450 244.6484500 

0 0January 1, 1992 258,435,700 258,435,700 0 0 0January 1, 1993 258,435,700 258,435,700 0 0January 1, 1994 1,302,070,700 193,826,775 3/ 1,043,635,0003/ 43,053,102 21555,823 14,435,000 35,990,823January 1, 1995 330,451,000 43.853,102 287,397,898 14,435,000 301,823,898January 1, 1996 330451.000 43,053,102 287,397,898 14,435,000 301,823,898January 1, 1997 330,451,000 43,053,102 287,397,898 14,435,000 301,823,898January 1, 1998 330.451,000 43,053,102 287.397,898 14,435,000 301.823,898January 1, 1999 361,631,000 43.053.102 318,577898 14,435,800 333,012,898January 1, 2090 361,626,200 43,053,102 318,573,098 14,435,000 333,008,898January 1, 2001 361,629,650 43,053,182 318,576,548 14,435,100 333,001,548 00January 1, 2002 361,629,010 43,053 102 318,575,898 14,435,000 333,010,898.January 1, 2003 361,628,600 43,053,102 318,575,498 14,435,000 333,010,4980 January 1, 2004 361,632,300 43,053,102 318,579,198 14,435,000 333,014,198January 1, 2005 361,627,900 43,053,102 318,574,798 14,435,000 333,089,798January 1, 2006 361.628,250 43,053.102 318,575,148 14,435,000 333.010,148January 1, 2007 361,622,950 43,053,102 318,569,848 14,435,000 333,004,848January 1, 2008 361,635,800 43.053,102 318,581,898 14.435,000 333,016,898January 1, 2009 361,631,400 43,053 102 318,578,298 14,435,000 333,013,298January 1, 2010 361,628,100 43,053 102 318,574,998 14.435,000 333,009,998January 1, 2011 361.628,950 43.053,102 318,575,848 14,435,000 333 010,848January 1, 2012 361,630,700 43.053,102 318,577,598 14,435,000 333 012 598JanJary 1, 2013 361,617,450 43,053,102 318,564,348 14,435,000 332,999,348January 1, 2014 361,625,650 43,053,102 318,572,548 14,435,000 333,007,548January 1, 2015 361,621,950 43,053,102 318,568,848 14,435,000 333,003,848January 1, 2016 361.623,700 43,053,102 318,570,598 14,435,000 333 ,05 598Ja.uary 1, 2017 361,631,800 43.053,102 318,578,698 14,435,000 333,013,698Jasnuary 1, 2018 361.635,150 43,053,102 318,582,048 14,435,000 333,017,048January 1, 2019 361.629,550 43.053,102 318,576,448 14,435,000 333,011,448Jasnuary 1, 2020 833,654,40000 0 434,444,943 -75,790,543 14.435.000 -61,3055543
TOTAL 12,2936061,750 1,435,164,175 1,518,635,000 1,553,825,595 7,7856436,980 399 745,0000 7,875,145,980

i/ Aomount to be refinanced in year 2020.2! Total of 27 yearn' payment. Peynest on sunb joint costs will continue beyond yenr 2020
3/ Re presents rollover of TSCP ino lung-tern bonds.
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PROJECT MERITS

PROJECT MERITS

What Are the Advantages of Pumped Storage?

The primary economic benefit of pumped storage is the ability to convert

low-cost energy available during off-peak hours to high value energy during

period of peak demand. Pumped storage also has numerous other benefits

which are also valuable to the electrical system. Some of these benefits

are:

1. Large standby capacity available on short notice. Machines in a

pumped storage plant can be operating at their most efficient point

and still pick up or drop load very rapidly. During the pumping

cycle, twice the rated capacity of the plant is available for use in

emergency situations. The dropping of full pumping load makes capa-

city equal to the total plant capacity available immediately. This

can be followed in a few minutes, if necessary, by the additional full

generating capacity of the plant.

2. Spinning reserve is available to supply reserve requirement.

3. Load and frequency control. Turbine operations of a high head

pump/turbine unit may be expected to be smooth from 75 percent to 100

percent at full load. In this range the generator can assist with

system load and frequency control.

4. Synchronous condenser operation. Pump storage machines can be

used for reactive compensation to the power system, thus providing

system voltage control.

5. Improve system reliability, security, and availability. It has

been demonstrated in other areas that introduction of pumped storage

into the system can significantly improve these factors.

6. Delay investment in large, expensive baseload plants. Pumped

storage can often show a large economic benefit to the system by

deferring construction of nuclear and coal plants to a later period.

7. High availability rates. Pumped storage plants, when designed

appropriately, can reach availalbility rates as high as 92 percent.

This has great economic value, since a utility's reserve requirements

are related to the availability of the generating components.

8. Greatly reduced staffing requirement. The staffing requirements

of a typical pumped storage plant are approximately one-fifth that of

steam plants.

9. Long life. The structures and waterways of pumped storage sys-

tems have extremely long lives, up to 100 years, while the mechanical

and electrical components are replaced every 40 years or less.

10. Interruptible pumping (load management). During off-peak periods,

less efficient, more flexible, older steam plants are often shut down,

and the system load is carried by the efficient but inflexible base-

load plants. Under these conditions a large interruptible load is of

particular value to the system.
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11. Enhancement of entire system generating efficiency. Pumped
storage can reduce the usage of inefficient thermal plants. With
pumped storage in place in .a system, highly efficient baseload plants
can operate at a higher load factor, thus improving the overall system
efficiency. Pumped storage can further enhance and extend the life of
steam plants by allowing them to operate at a fixed point. Thermal
transients, which are the greatest cause for reduction in plant life,
can be greatly reduced by using pumped storage.

12. Reduces the use of gas turbines and displaces high-cost, oil-
fired units.

13. Helps with system maintenance scheduling. Pumped storage plants
generally have large units which can fill in for other units in the
system during scheduled maintenance.

Specific Advantages of the Diamond Fork Power System

The Fifth Water Pumped Storage Powerplant is not a pure pumped storage
plant. An average volume of approximately 200,000 acre-feet of water will
flow through the system each year as a result of the transbasin diversion.
This flow through component is a renewable resource that will signifi-
cantly reduce the amount of pumpback energy required to operate the pumpedstorage plant, especially during the summer months since about one-half ofwater deliveries for the Central Utah Project must be made during these
months.

Comparison with other recently-constructed pumped storage systems indicates
that the Fifth Water Plant will have excellent generation load following
ability. The ratio of Tw, water starting time, to Tm, machine starting
time, is indicative of good response when the ratio is less than 0.24.
Likewise, a gate time constant, Tg, less than 25 also indicates good
response. As shown in Table 7, the Fifth Water Pumped Storage Powerplant
machinery is well below these criteria.

Table 7
Time Constant Comparisons for Various Pumped Storage Powerplants

Plant Name Head (FT) Tw/Tm Tg

Mt. Elbert 400 0.339 80.3
Drakensburg 1,525 0.292 51.2
Bijina Basta 1,969 0.215
Dinorwic 1,774 0.192 18.6
Helms 1,763 0.132 10.6
Fifth Water 1,475 0.08 to 0.11 12.3 to 18.3

A great deal of baseload generation capacity exists within the Intermountain
area. Diamond Fork could help these highly efficient steam plants operate
at a higher plant factor and thus improve the overall system efficiency.
These plants may be an ideal source of pumping energy for operation of
Fifth Water Pumped Storage Powerplant.

As mentioned previously, Reclamation anticipates that the Diamond Fork
Power System Final Environmental Statement will be filed with the EPA
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during the summer of 1984. Work on the transmission facilities environmen-
tal statement is currently in progress. We do not foresee any delays in

the project caused by waiting to obtain compliance with the National
Environmental Policy Act.

The water supply for the Diamond Fork Power System is essentially deve-

loped. All of the major features of the Strawberry Aqueduct and Collection

System are either completed or under construction with the exception of the

0.8-mile-long North Fork Siphon. Construction on that feature is scheduled
to begin in 1984. On June 17, 1965, the State Engineer approved

Reclamation's Application No. 36639 which appropriates up to 500,000 acre-

feet of water from the Strawberry and Duchesne Rivers for storage in

Starvation Reservoir and from sources along the Strawberry Aqueduct for

storage in Strawberry Reservoir. This application has a priority date of

November 19, 1964, (12:00 noon). No further approvals are required.

Construction of the Diamond Fork Power System would create approximately
22,230 jobs (person years) in direct and indirect employment during the

construction period. Most of the money from construction workers' paychecks
would be spent in Utah County, particularly in the cities of Provo and

Orem, which would create a substantial economic stimulus that would help

offset other negative social impacts to the area.

The Bureau of Reclamation has had over 80 years experience in developing

engineering techniques which have enabled it to build some of the world's
finest, most innovative water projects. Reclamation's enginering expertise

has earned the agency a worldwide reputation for excellence in design,

construction, operation and maintenance. Advanced designs using state-

of-the-art engineering are a Reclamation tradition which are borne out in

such structures as Hoover, Grand Coulee, and Morrow Point Dams. Reclama-

tion engineers and construction managers are prepared to design and con-
struct the Diamond Fork Power System.

Reclamation is proud of its record in the past; and feels that your organi-

zation would want no less than the best advice possible. Our structures
and the service they give to the nation speak for themselves, as does the

quality of the work we do. It is our sincere hope that you will take

advantage of the services available to you through the Bureau of

Reclamation.
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APPENDIX

Contact Points for Further Information:

Diamond Fork Generating Clifford I. Barrett 801-524-5592
Facilities Regional Director

Upper Colorado Region
Bureau of Reclamation
P.O. Box 11568
Salt Lake City, Utah 84147

Kirt Carpenter 801-379-1000
Project Manager
Utah Projects Office
P.O. Box 1338
Provo. Utah 84603

Transmission System and A. M. Gabiola 801-524-5493
Power Marketing Area Manager

Western Area Power
Administration

P.O. Box 11606
Salt Lake City, Utah 84147

Financing Costs in this Deborah M. Linke Dick Christer
Proposal Chief, Repayments Staff First Vice Pr

Bureau of Reclamation Burrow-Smith
P.O. Box 11568 Prudential Bi
Salt Lake City, Utah 50 West Broad

84147 Salt Lake Cit
801-524-5435 801-355-6700

Technical Design and Jay W. Franson Arlo Allen
Operating Data Chief, Planning Division Regional Supc

Utah Projects Office of Power
P.O. Box 1338 Upper Colorad
Provo, Utah 84603 P.O. Box 1156
801-379-1155 Salt Lake Cii

801-524-5299

isen
-esident
Division
iche Securities
Iway No. 250
:y, Utah 84101

!rvisor

1o Region
68
:y, Utah 84147
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This proposal is a joint
non-Federal people.

Arlo Allen
Larry Anderson
Glade Barney
Clifford Barrett
Kirt Carpenter

Dick Christensen
Dick Cook

Donald Dean
Bob Ferdon
Larry Ferris
Jay Franson
Al Gabiola

Marv Hein
Louise Jansen
George Jones
Vern Jorgenson

Donald Larson
Deborah Linke
Sam Loften

Jeffrey McCoy

Bea Miller
Thomas Mitchell
Marlene Moody

Theresa Moore
Ann Morgan
Richard Noble
Shari Pitkin
Fenn Putnam
Ginger Reeve
Ellen Shorthill
Karen Thompson

effort of the following Reclamation, Western, and

Organization

Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, Utah Projects Office,

Provo
Prudential Bache Securities
Bureau of Reclamation, Utah Projects

Office
Bureau of Reclamation, UC Regional Office
Mudge, Rose, Guthrie, Alexander and Ferdon
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, Utah Projects Office
Western Area Power Administration, Salt

Lake City Area Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Western Area Power Administration, Salt

Lake City Area Office
Smith Barney, Harris Upham & Company
Bureau of Reclamation, UC Regional Office
Western Area Power Administration, Salt

Lake City Area Office
Western Area Power Administration, Salt

Lake City Area Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Western Area Power Administration, Salt

Lake City Area Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, Utah Projects Office
Bureau of Reclamation, UC Regional Office
Salomon Brothers, Inc.
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
Bureau of Reclamation, UC Regional Office
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Senator SYMMS. Thank you very much for your statement. Earli-er this morning when Mr. Agee testified, included in his testimonywas a statement that came from the original Grace Commissionrecommendations on privatization that we also had received inWashington, DC. One of the recommendations they made was toprivatize the Federal Power Marketing Administration, a 3-yearsavings was about $3.5 billion, and then the revenues would beabout $16 billion. So it amounted to about $20 billion total.Now, you've got a list here, when I looked at your May 1984Bureau of Reclamation, Upper Colorado Region, Western AreaPower Administration, Salt Lake City. Now, looking through thatlist of all the different people who are involved from Solomon Bros.to the Bureau of Reclamation, several offices, to Smith Barney,Harris Upham & Co, Prudential-Bache Securities, of course, whichyou're associated with, but a wide variety of things. What I'mtrying to get at here, how much is this going to be like WPPSSover here in Washington State where they've got the mess?Mr. CHRISTENSEN. Heaven forbid, Senator, not at all like WPPSS.Let me just give you a little background on this project.
This is a project that's been kicking around the area for sometime. The difficulties in getting the whole thing federally fundedhave put off the construction of this project for these many years.The administration then has come down with this non-Federalfunding concept, privatization concept. There's a lot of thrust inthat direction, as we know. That led the Bureau to conduct someseminars on the subject of how things really are financed outside ofthe Federal umbrella in the private or other public world. I assist-ed the Bureau in putting together some video tapes and some pres-entations and so forth, and then advised them on the structuring ofa team that could explore the possibility of privatizing this particu-lar Federal power project.
I, as senior manager, chose some of the great finance and legalpeople on the subject of power across the country, being Solomon &Brothers and Smith Barney, the firm of Mudge, Rose as bond coun-sel. We have met and outlined some of the things that we think arenecessary to be accomplished in order to finance this particularproject with non-Federal dollars. The team you see, then, is basical-ly four from the private side, being three investment banking firmsand one law firm, and the balance being people from the Federalside-Bureau of Reclamation people, both local and Washington, aswell as Western people.
Senator SYMMS. Would these people actually have equity in itand operate it, or would the Bureau operate it?
Mr. CHRISTENSEN. Well, those are all questions. Nothing has beensolidified. The Bureau has finally expressed a willingness--
Senator SYMMS. How big is the investment we're talking about?Mr. CHRISTENSEN. A billion-and-a-half dollars.
Senator SYMMS. A billion-and-a-half dollars and it would produce,did you say, 42 megawatts?
Mr. CHRISTENSEN. No, 1,182 megawatts.
Senator SYMMS. A big plant.
Mr. CHRISTENSEN. Very big.
Senator SYMMS. Plus, there would be irrigation and other bene-fits that would be derived from the operation?



268

Mr. CHRISTENSEN. Right. This is a major Federal water project of
which a portion is power generation. So we're carving out the
power generation portion of it, since that's where all the revenues
are generated, pledge those revenues to the financing of the power
generation portion.

Senator SYMMS. Well, I am-Mr. Hanke has a question.
Mr. HANKE. I'm curious. If you don't have private equity in it, I

don't understand how you can conceive of it as a privatization
project because all debt, whether it's offered by a private corpora-
tion or a governmental entity or a nonprofit entity, is held private-
ly. Some private person has to finance that. So in that sense, every-
thing is privatized. But I think what we're concerned with are the
advantages of actual private ownership of the equities and private
management of these things because that's in part where all the
savings are. If you're just going to figure out another way to fi-
nance a Bureau of Reclamation project, what savings is that to
anyone, except the fact that it will come on line earlier than if it
had to go through the regular appropriation process?

Mr. CHRISTENSEN. OK. Doctor, I think there are two parts to the
answer. First of all, I said this was not in the strictest sense a com-
plete privatization. It may be only a partial privatization. It is,
however, totally non-Federal, and I think that's part of the point.
From the Federal Government's standpoint, if the Federal Govern-
ment doesn't have to finance it under the policy of the Grace Com-
mission, then it shouldn't make a lot of difference to them whether
it's financed by a consortium of Utah Power & Light, Idaho Power
& Light, Department of Water & Power at Los Angeles; and to the
extent that someone like Water & Power of Los Angeles is in-
volved, that in effect is not privatization. However, it is non-Feder-
al funding.

To the extent that Utah Power & Light, Idaho Power & Light,
and Arizona Public Service and those private corporations are in-
volved, it is in fact privatization. And in those instances their par-
ticipation, their portion, their percentage of the capacity would be
financed in typical corporate finance fashion, which may consist of
a combination debt and equity.

Mr. HANKE. OK. In these things you have financed, and that can
either be public or private initiation, and then supply of the actual
project of services, and that can be private or public, and I guess
my. question is: You are going to privatize the finance, take that
option? Now, let's move to the supply side and what I'm asking is,
is this going to be a Bureau project or not?

Mr. CHRISTENSEN. Well, and I'm saying that that question hasn't
been answered yet. Those are the kinds of questions we can't
answer until we line up this roster of participants.

But let's suppose the roster of participants is outlined here and
then they collectively decided that then want to own it or have to
own it for operational financing reasons and so forth, what I'm
saying is, the Bureau has decided that that probably is acceptable
to them. So I can conceive of this project being taken off the roster
of Federal projects, become completely privately owned, managed,
operated, financed, or some combination--
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Senator SYMMS. The chance of getting a billion-and-a-half dollarsappropriated out of Congress for the Central Utah project are get-ting more difficult every year.
Mr. CHRISTENSEN. That's very remote.
Senator SYMMS. It's very, very remote. In fact, if you look at therecord, I don't think Congress has passed a Bureau of Reclamation

project since 1974-75.
Mr. CHRISTENSEN. Other than study money and so forth.
Senator SYMMS. And we're almost getting to the same point withrespect to highways.
Mr. CHRISTENSEN. That's correct.
Senator SYMMS. Because there's so much politics involved in theprocess that you can't get a highway project passed. You can't get asimple formula highway bill through the Congress now without TipO'Neill or someone wanting to hang on a $2 billion project to it,which sinks the rest of the formula and dislocates what the high-way program is supposed to be. That's very fascinating if you canget it built. I understand Mr. Hanke's question, but if you can actu-ally build the project and make the power and there's a market forthe power that will pay for the costs of it, it may be the only wayto get it done.
Mr. CHRISTENSEN. And that's the course of this thrust. Whatwe're saying is here's a Federal project that may or may not beany good, but for sure will not be federally financed.
Senator SYMMS. How do you feel--
Mr. CHRISTENSEN. But let's find out if it's any good. If it is, wecan finance it privately.
Senator SYMMS. You know, up here at American Falls Reservoirthe Bureau built that in 1928 and it was faulty. They had poor con-crete in it. The aggregate became loose and it became unsafe sothey had to rebuild the dam. Idaho Power Co. sold power to pay fora large portion of the project there, the rebuilding, and turned thedam back over to the Bureau.
You're talking about paying for this project with power generat-ing and still have the Bureau operate the reclamation part of it?Mr. CHRISTENSEN. Yes, the reclamation part of it.
Senator SYMMS. The irrigation part?
Mr. CHRISTENSEN. Yeah.
Senator SYMMS. You would have the power part--
Mr. CHRISTENSEN. Right.
Senator SYMMS [continuing]. And they would have the water, thefisheries, whoever would handle that?
Mr. CHRISTENSEN. That's correct.
Senator SYMMS. You would just try to do it on the power. Howdoes your plan square with what Peter Grace is advocating withhis commission that the Federal Power Marketing Agency shouldbe sold or turned over? I don't know just exactly what all they'retalking about, whether they're talking about the REA co-op, orwhether they're talking about the Bonneville Power Association orwhat. He's talking about the BPA, I guess.
How do you feel about that?
Mr. CHRISTENSEN. The BPA and Western are just 2 of the 12power marketing agencies across the country that are Federal.
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Senator SYMMS. Barry Goldwater when he ran for President, he
said they ought to sell the TVA. He was about half joking and half
serious. They rode him out of town on a rail, practically.

Mr. CHRISTENSEN. That's what the Grace Commission is saying,
the same thing. The difference between what they're saying and
what we're trying to accomplish here is that this is not yet a power
project that the Federal Government owns, but if it's to be built,
let's not build it as a Federal project originally. Let's build it origi-
nally as a private project, which is the same thing as the Govern-
ment selling--

Senator SYMMS. That's a good point. But do you feel like the atti-
tude of the general public to accept this concept is.any better today
than it was 20 years ago when Goldwater was a candidate for
President and he made comments about-somebody said how much
do you want for the TVA, and he said, "Oh, I don't know, 50
cents." They just practically beat him out of the woodwork over it.

What do you think would happen today? Peter Grace says that
too, but he's not running for office.

Mr. CHRISTENSEN. Senator, I think there's a conceptual difference
that the public would have to address here. One is in the Grace
Commission regarding existing power projects, the sale of public
assets, and that has a little different connotation than the con-
struction of power projects by the private sector. The sale of public
assets goes back clear to-I think part of the Revolutionary War
was financed with the sale of Federal lands.

Senator SYMMS. Yes.
Mr. CHRISTENSEN. And there's just a little bit of a different con-

notation there. I think really that the public would have no prob-
lem accepting the concept of building a power project with private
enterprise dollars, which is a little different than selling Hoover
Dam or Yellowstone Park.

Senator SYMMS. With the attitude of the local newspaper here in
Boise and other large newspapers in the State, I think it's going to
be a while before the sale of public lands, particularly Government-
owned lands in the West, would ever get very far. Of course, we're
not talking about that here today, and you're not talking about it,
but I think it's very fascinating. I appreciate having that state-
ment.

Do you have any more questions, Mr. Hanke?
Mr. HANKE. Let me just ask one here. In the past, particularly,

what the Bureau has done has taken over in many cases private
irrigation projects that turned out not to be feasible and couldn't
be financed ultimately in the private sector. Now, what you're
saying is that you're in fact going to take over a project that was
conceived by the Bureau and privatize it--

Mr. CHRISTENSEN. That's correct.
Mr. HANKE [continuing]. In terms of the power generation part?
Senator SYMMS. Well, I think it kind of offers a good way, be-

cause like I say, the Central Arizona project consumes all the
money that's been-if there's ever any chance of getting it appro-
priated through the Congress in the near future, it would take the
whole thing for the next several years, and because of politics, we
can't agree on allowing anybody else to get a project, so nothing is
done. There's no more reclamation projects taking place in the
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West. Of course, some people would argue that we have surpluses
of agriculture, and we don't need any more reclamation projects.
That's another question. But I think it is very interesting, and I
really appreciate your testimony.

I don't think I have any more questions. I know it's about time to
close. I notice we have State Senator Dave Little out here in the
audience.

Dave, do you have any questions you wanted to ask or offer?
Mr. LITTLE. No. Privatization of Federal, we have the same thing

in the State, and it's ridiculous. The State land, we sold some over
there and the State endowment fund, it's receiving 48 times what
they were taking in. You know how they shot down the privatiza-
tion of Federal lands. To me, it was utterly ridiculous because the
people forgot to look at the financial statement. It's a real serious
thing.

This own building here, or the Capital Mall, we contracted out to
private enterprise for the janitorial services, the custodial part. It
saves the State a quarter of a million dollars. You know, so what?
Nobody gets excited about it.

Senator SYMMs. It makes a lot of sense.
Mr. Andreason, do you have any questions?
Mr. ANDREASON. No, but I've learned quite a bit in listening to

these gentlemen. I'm glad to have had the opportunity.
Senator SYMMS. We're glad to have you here. If there's no fur-

ther comments, I want to thank again all of our witnesses who
gave of their time and effort.

We do have a noted privateer here in Idaho in the audience. He
is one member of the news media who is in favor of privatization,
Mr. Ralph Smeed. Do you have any questions, Mr. Smeed, before we
close the hearing off?

Mr. SMEED. Well, I'm just scared to death of these well-meaning
private people who want to make the welfare state efficient. That
scares me. The thing that really worries me, if there is anything to
the idea of private ownership and if that is the major difference
between our system and the Soviet Union's, and if it's private own-
ership, if that's what we're after, it scares me to death that the
Government sees something here that needs to be done, so they're
going to usurp that area and then they're going to lease it out to
these gentlemen to run it. It worries me that the absence in their
testimony that the problem here is collective ownership, and I
don't have the answer to the water. For example, if it runs down
the river, who does own it, or who's entitled to it? But wve don't
address the common ownership and we're making more communal
ownership efficient, and that's what scares me.

But I'm glad that somebody here is trying to make a buck at this
thing. A little competition may turn out all right, anyway.

Senator SYMMS. I think so. I thank you very much for a very
good point that Ralph Smeed does make, that this is the one thing
that bothered some of us in the Joint Economic Committee and in
the Budget Committee where the Grace Commission people also
testified and the Finance Committee, is the fact that many of the
businessmen who are on the Grace Commission, want to just make
the Government more efficient. The one part that shows some real
potential would be to try to spin off, and I think Bill Agee touched
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on that very well this morning, that the people in the Government
agencies don't have the advantage of the private companies to have
the discipline of the market to guide their decisions.

The problem with the Grace Commission is that a lot of their col-
leagues thought they could apply what they did at the W.R. Grace
& Co. to the department of whatever in Government. The way we
have to do it is to follow your suggestions, and thin those things
out and get it away from the Government. And that's what I'll
never forget when I first got elected to the House. The late N.L.
Terteling told me that what needs to be done with respect to Feder-
al power marketing and- the Northwest power problems that he
foresaw was to have Congress pave the way and pass legislation
which would allow for the sale of the entire BPA to the private
utility companies.

Now, there were other problems in that when I looked into it.
The REA's are required to deliver power, whether it's efficient or
inefficient, to one person out here if they want to have electricity
delivered, no matter what it costs. Now, if you go to Idaho Power
or the Utah Power & Light, they make you pay to put the line in
even if you're just going to buy a little bit of power. The REA's are
not allowed to do that.

But he made the point that in the State of Washington, under
the WPPSS thing that they were starting to build powerplants up
there, this was in 1972, that eventually they'd end up in a great
state of financial disarray, and he was absolutely right on target on
that. I think if private investor-owned utilities were managing
more of that we wouldn't have the mess in the Northwest we've
got today. It looks to me like eventually what will have to happen
is we've got to get those powerplants built, one way or another fin-
ished. They're 97 percent done. We've got to complete the last 3
percent and turn the switch on and start selling electricity or it
will be about the biggest dead horse that's been bought in history.

Your idea fascinated me, Mr. Christensen, because maybe some-
how they could get those WPPSS 1, 2, and 3 somehow privatized
and put in a situation where they could at least start selling elec-
tricity. I guess there are some liabilities there with those bondhold-
ers that will have to be reckoned with sooner or later. But if it was
Pacific Power & Light that had them, you know what would
happen. They would flush them on down the drain and auction it
off on the block next Tuesday morning and somebody else would
take it over and finish building the plant and start selling electrici-
ty. Because the Government's involved in it, we're just paralyzed.
It's costing the people out here enormously in terms of dollars that
could be spent in production and true enterprise to increase the
standard of life in the Northwest.

Any comments, Mr. Hanke?
Mr. HANKE. No.
Senator SYMMS. Yes, Mr. Christensen.
Mr. CHRISTENSEN. It's not only costing the people here in terms

of power charges and contractual obligations, it has cost public
power interests, anyone financing in the public markets, untold
millions of dollars just because of the uncertainty and, therefore,
the increased level of interest rates particularly for Joint Action
Agency. power projects.
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Senator SYMMS. Thank you very much. We appreciate all of the
witnesses. I have a 12:30 appointment, so the meeting is adjourned.

[Whereupon, at 12:15 p.m., the subcommittee adjourned, subject
to the call of the Chair.]

[The following article was subsequently supplied for the record
by Mr. Hanke:]
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BALTIMORE - For the many mu-
nicpahties facing grave fiscal prob Tt

lems, privattzation may be the wave Privately Providing
of the future. Wisely, New York City
has latched on to the trend.

Item Scottsdale, Ariz., saves S2
million a year by contracting for fire . S er Vices

nrotecott
Item One-thfird o the refuse in

Newark, N.J., is privately collected, By Steve H. Hanke
saving S200,000 a year.

, Item Dallas closed its municipal
late-night gasoine depots; now police
cars and some fire vehicles use gas
pumps at 7-11 stores after midnight,
saving $500,000 annually.

Item: A private firm operates the
Orange County, Catif.. computer cen -
ter, at an annual saving of 11.6 mil-
lion,

Item: Butte, Mont.. contracted for
the private operation of its municipal
hospital; annual savings are $600.0 __

Item: Newton, Mass., saves
$500,000 a -year throuigh a contract
with a firm that supplies the city with
paramedical and ambulance service.

The innovative, cost-ctting trans-
fer of public services to the private _

sector is increasingly being given at- -

tention aS mayors and other munici-
pal officials find traditional fiscal
solutions more and more unattrac-
tive.

The national magnitude of the prob-
lem was demonstrated in a study,

"Trends in the Fiscal Conditions of
Cities: 19S1-1983," prepared for the
joint Economic Committee of Con-
gress 'by staff members and pub-
lished last November. Ia found that 64
percent of the 299 cities sampled an-
ticipatedoperating deficits lastyear.

The growing desirability of the
solution was demonstrated by an-
other survey. The International City -
Management Association in 19S2

looked at 1,700 cities and countties and s-
found that 59 different types of public
services were being privately pro-

vided. Of the cities and counties re- have made increases in local taxes York City, for example, sold the old

porting, 41 percent used private COn- fraught with political peril, too. In the United Nations School in midtown

tractors for commercial sobd-waste face of high realinterest rates, coasti- Manhattan for S12.3 million - a bid

disposal, 34 percent for residential tutional debt limitations, voter disap- that was almost twice the original

solid-waste cllection 30 percent for proval and the prospect of p-orer asking price. The city, in 1983, re-

tree trimming and planting, 78 per- bond ratings, municipalties have ceived S13.15 millrm for a parcel at

cent for vehicle towing and storage slowed down their borroving. State William and Beaver Streets in Lower

and 28 percent for vehicle fleet man- and Federal grants-inaid, an old Manithattan - a local record for a sin-

agement. Meaeover, since the survey source of municipal funds, have been gle parcel of ctty-owned property -

was taken, the types of public serv- reduced in recent years and show no after a 10-minute bidding spree.

ices privatized has almost doubled prospect of being increased. Moreover, the city has made sure

and the frequency with which privati- Cost savings are the key to privati- that some idle property has been put

ration is used has increased, accord- ration's success. With the private sec- to productive, hugher valued used:

ing to my own studies. tor brought into play, services don't For example, the abandoned King

whathas set theprivatization trend have to be reduced; rather, they are Street School, in Greenwich Village,

in motion? simply provided cheaper. The pro- wassoldtoaprivateinterestandthen

To address their fiscal problems, cess works well because private en- converted into apartments. Another

municipalities customarily have cut terprise usually can outperform pub- benMfit of such action, tf coause, is

\ back public services, raised more Dc enterprise. Entrepreneurs' incen- that once properties are privatized,

revenue, or beth. But these standard tives are imposed by the competitive they join the tax rolls.

options are disappearing. Reduction market, while politicians' and bu- - Troubled municipalities and coon-

of services can create political prob- reaucrats' incentives are imposed by ties that have begun to privatize are

lems for everyone involved. As for political and bureaucratic processes. putting their fiscal bouses in order

revenue-generating, citizens' revolts As a result, private enterprise is usw- More important, they are setting the

I ally able to supply the same quantity stage for depoliticizdtion of economic

Steve H. Hanke isprofeiorofapplied and quality of service at about one- decisions, improveddelivery of serv

economics a The lohns Hopkins Un- half the cost of public provision. ices, tax reductions-and forthecan.

versity, a senior fellow at the Man- In addition to contracting out, cities sequent economic growth and socda.

haitan institute for Policy Research are realizing the benefits of privatiza- revival that they need.

and a senior adviser to the Joint Eco- tion by putting unused or underused

nomic Commitee of Congress. real assets on the auction block. New
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